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THE REGULATION OF SECURITIES IN WISCONSIN: 
A STUDY OF THE ADMINISTRATIVE PROCESS 


Lioyp K. GARRISON 


In conducting during the past year a thorough-going study of the 
operation of the Wisconsin Securities Law, the Law Review has had 
in mind two principal objects. 


The first has been to assist the bar by describing in detail the 
work of the Department of Securities. This work is as important 
as it is little known. In the year 1940-41 for example—a year of 
relatively light flotations—securities with a par value or principal 
amount of $340,866,261, and 2,812,436 no par value shares, were 
registered by the Department. Applications for registration covering 
$2,328,864 par value or principal amount, and 406,424 no par shares, 
were either denied or withdrawn. Not all of the issues registered 
were sold in Wisconsin, but the figures are indicative of the wide 
coverage of the law. As will later be seen, the Department’s dis- 
cretion to permit or deny the sale of securities in this state is almost 
unlimited, and the sanctions at its disposal to prevent or punish vio- 
lations of the statute include nearly every form thus far devised by 
law. 


In the sense that the Department tells dealers what stocks and 
bonds they cannot sell, and permits to be sold only those which the 
Department considers to be sound, the Department may be said to 
constitute the investment counsel to the people of Wisconsin. In this 
respect it differs completely from the S.E.C., whose function is 
simply to compel disclosure of the truth and not to pass on sound- 
ness. The Wisconsin Department performs both functions, and 
therefore, even though an issue has been registered with the S.E.C. 
and full disclosure of the facts has been made, the Department must 
still satisfy itself that the terms of the issue are not unfair or in- 
equitable and that its sale would not be contrary to the interests of 
investors. 


In addition to its control over securities at the source, the De- 
partment, by means of licenses, audits, investigations, reports, and 
regulations, controls the activities of all security dealers and agents in 
Wisconsin. There are at present 124 licensed dealers( exclusive of 
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bank licensees’) and about 425 licensed agents. All licenses must 
annually be renewed ; and the bookkeeping methods and transactions 
of dealers are circumscribed by detailed rules and are annually in- 
vestigated. 


Despite their importance, the policies and rules which during 
more than twenty years the Department and its predecessors have 
been evolving are for the most part unpublished and known to very 
tew. Quite apart from the administration of the law, the statute 
itself appears to be but imperfectly understood. [Illegal sales of 
unregistered securities are frequently made in all innocence, as the 
Department’s files reveal. Many businessmen and not a few attorneys 
seem to be unaware of the sweeping reach of the law,” to say nothing 


“Wis. Strat. (1941) §189.28 provides that banks may obtain special licenses 
to execute orders for the purchase or sale of securities as agent. Banks so licensed 
need not report their securities transactions to the Department, but must keep 
records available for inspection, and must conduct their agency transactions only 
with licensed dealers. Applications for bank licenses are treated much like dealer 
applications, except that the Department’s auditor rarely make extended investi- 
gations. By orders attached to all bank licenses the Department has required that 
banks in purchasing securities from dealers, must disclose to the dealer whether 
such purchase is for the account of the bank, for a trust in which the bank is a 
fiduciary, or for the account of a customer. 

*For example, every sale by an ordinary domestic business corporation of 
shares of its stock is covered by the act, and the shares must first be registered, 
unless (1) “the aggregate number of holders of all its securities, after the securi- 
ties to be issued are sold, does not exceed 15”, and (2) “no commission, profit or 
other compensation is or has been paid for the sale of any securities of such 
corporation,” and (3) “the total organization and promotion expense in connec- 
tion with the issue of all securities of such corporation, exclusive of statutory fees, 
does not exceed 3 per cent of the aggregate sale price of all such securities or 
$100, whichever is greater.” Wis. Srat. (1941) §189.07(1)(a). One can easily 
conjure up examples of very small sales by very small corporations which would 
be covered by the act because one or another of the 3 conditions above had not 
been met. Many such cases must arise in which'no one is thinking in terms of 
the applicability of the Securities Law, and in which no registration is ever 
sought. Since every such violation is a criminal offense under §189.19(1)(a), and 
since under §189.18(1) and (2) the sales are voidable by the purchasers within 
three months after discovery of the voidability—which may be years after the 
sales took place—the need of caution and of constant awareness of the statutory 
requirements is all too apparent, particularly since these requirements are very 
strictly construed by the Department. 

For example, in Aviation and Television Corporation the Department wrote 
the applicant that the statute “was not intended to provide a means whereby any 
Wisconsin corporation could sell up to 25 security holders [the number then 
specified in the statute—Ed.] and then apply for a registration to sell the re- 
mainder of the stock in accordance with its original purpose. . . . Therefore it 
appears that immediate application for registration should be made and it appears 
further that if you already sold stock in this company, that fact should be stated 
in your application so that adequate provision can be made in respect thereto. 
Such sales would be illegal.” 

In LaCrosse Baseball Association it was ruled that, in calculating the number 
of holders, a husband and wife jointly owning one share of stock constituted 
two holders within the meaning of the statute. In 1941 the law was amended so 
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of the Department's requirements.*® Since time is so often of the 
essence in security flotations, the delays* resulting from ignorant 
non-compliance with the statute or the rules are apt to be particularly 
embarrassing to clients and attorneys alike. 

The second main object of our study has been to derive, from an 
examination of particulars, sounder generalizations about the nature 
of the administrative process and its role in our democracy. The work 
of the Wisconsin Department of Securities, while possessing some 
features of its own, is sufficiently of a piece with that of other admin- 
istrative agencies, state and federal, to repay analysis by all who are 
interested in the future of American government. 

The first part of this article will describe the functioning of the 
Department as shown by its files and as explained to us by its staff, 
to each of whom [ wish to express the thanks of the Law School for 
unfailing patience, courtesy and helpfulness. The second part of the 
article will contain some general observations and conclusions. 


PART ONE: DESCRIPTIVE 


We shall consider first the executive functions of the Department. 
For convenience of presentation, all the work of the Department 
which does not consist of making orders, directions or rules in 
matters of controversy or potential controversy has been classed 
herein as executive—i.e., investigations, corrections of errors made 
by applicants, requirements of reports, relations with other agencies, 
the choice and exercise of sanctions, etc. 

We shall consider next the informal exercise of legislative and 
judicial functions—the unpublished common law of the Department. 
This consists of the day-to-day disposition of controversial or poten- 
tially controversial questions by orders or directions addressed to 
individuals, or by rules of more or less general application, which 
are arrived at without formal hearings in the course of conference or 





as to provide clearly that a person owning a fractional interest in a security 
should constitute one holder. Wis. Stat. (1941) §189.07(1)(c). 

Suppose that a corporation originally issued shares to 3 people. It now wishes 
to sell more shares to 10 others. But the first 3 holders have meanwhile sold 
their shares to 6 other people. In Marathon Finance Corporation it was ruled 
that under such circumstances the new issue must be registered. 

*The Law Review staff reported that in nearly one-third of the applications 
examined (other than those which had previously been filed with and approved 
by the S.E.C.) the Department found substantial defects in the accompanying 
exhibits. All the files from January 1, 1939 to December 31, 1941 were examined 
representing a total of 300 applications. 

*For an example see the discussion of the Clam River Dam Case, infra, p.502 
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correspondence. In this area of the Department’s work legislative and 
judicial functions shade into one another, and it would serve no 
useful purpose to try to distinguish between them.® 

The overwhelming bulk of the Department’s work consists of the 
categories just described, namely, executive acts and informally 
arrived at judicial and legislative orders and rulings. Since all of 
these acts, decisions and rulings are both unpublished and unpubli- 
cized, it follows that by far the most important of the Department’s 
functions are carried on in obscurity and cannot be understood with- 
out a first-hand study of the files and personal access to the staff. 
This is true of most administrative agencies, while the opposite is 
true of most courts and legislatures. And this fact in turn may 
partly explain why the work of administrative agencies is so little 
understood, even by lawyers, in comparison with the work of courts 
and legislatures. 

We shall consider lastly, and in order, the formal exercise of the 
Department’s judicial functions (granting or denial, after hearings, 
of applications for registration, and granting, denial or revocation of 
licenses after hearings); and the formal exercise of its legislative 
functions (promulgation of printed forms and of published regula- 
tions relating to issuers and dealers). 


I. Executive FuNcTIONS 


A preliminary word about the Department’s staff may here be 
appropriate. It consists of the following persons, whose years of 
service in their respective positions are indicated : 

Director—Vern G. Zeller (since June 10, 1939) 

Deputy Director (and Counselor)—David G. Owen, Jr. (since 

December 9, 1940) 

Attorney—Glenn N. Lempereur (since September 18, 1940) 

Registration Examiner—A. P. Puelicher (since September, 1919) 

Dealer Examiners (and Auditors)—James W. Morrey (since 

June 10, 1939); A. Dwight Richardson (since June 10, 
1939) ; Harold F. Brandenburg (since June 10, 1939) 








"For a stimulating recent discussion of the difficulties in the way of defining 
and separating these functions, particularly in the case of administrative agencies, 
see Davis, The Requirement of Opportunity to be Heard in the Administrative 
Process (1942) 51 Yate L. Jour. 1093. He suggests that “the categories are 
largely survivals of governmental processes having little in common with the 
administrative process, and that a modern function may be somewhat judicial 
and somewhat legislative but neither wholly one nor wholly the other.” Jd. at 
1113. 
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Secretary-Bookkeeper—Miss Martha Block (since 1925) 
File Clerk—Mrs. May W. Briggs (since 1920) 


The positions of Director and Deputy Director were created in 
1939, when for the first time the Department was set up as an inde- 
pendent administrative agency.* During the previous twenty years 
the Department had existed as a division of some other agency,’ and 
with powers less complete than those conferred by the enactments of 
1939 and particularly of 1941. However, since the act of 1919 gave 
to the law its essential features of registration and licensing, and 
all the subsequent enactments have been based upon those features, 
and since the Department’s most important examining official has 
been a member of the staff from the very beginning and has played 
a considerable part in shaping its common law, the Department may 
really be considered to have started its career in 1919.8 

The staff has a fine esprit de corps, a tradition of careful and 
exacting workmanship, and a high sense of responsibility to the 
investors of Wisconsin. 

The many-sided executive activities of the Department will now 
be summarized.® 


(1) Routine and Investigational Duties Pertaining to the Regis- 
tration of Securities and the Conduct of Issuers. 


(a) Investigations and inquiries by the Department prior to 
issuing an order of registration. 


The Department is vested by law’® with the broadest powers of 
investigation, and these it frequently exercises in order to assure 
itself that, in the words of the statute," the proposed plan of business 





* Wis. Stat. (1939) $189.01 

"As more fully set forth in Mrs. Marshall’s article, infra, prior to the separate 
establishment of the Department, its functions had been assigned successively to 
the Railroad Commission (renamed the Public Service Commission in 1931), the 
Banking Commission and back to the Public Service Commission. 

*For this reason many references are made herein to rulings of the “Depart- 
ment” without bothering to distinguish between the present agency and its pre- 
decessors—except where there is reason to believe that the policies of the present 
Department might depart from those earlier laid down. In any event all but a 
small portion of the references relate to the present Department. 

*The material for all the case-examples in this article was obtained by mem- 
bers of the staff of the Wisconsin Law Review, chiefly by Marlin M. Volz, the 
first Research Director of the Review, and by E. Weston Wood, his successor. 
The files of the Department were made freely available to them, and every assist- 
ance was generously given them. My thanks are due them for the inte'ligence and 
patience with which they analyzed the files, and I owe a particular debt to Mr. 
Wood for much help given me in the preparation of this article. 

* Wis. Stat. (1941) $189.17. 
™ Id. §189.13(3)(a) and (b). 
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is not “unlawful, dishonest, fraudulent, or otherwise contrary to 
public policy” and that the plan of financing “is not or does not tend 
to be unfair, inequitable or fraudulent, or against public interest or 
the interest of investors.” The words we have italicized show how 
complete is the discretion vested in the Department. 


In determining whether or not to grant an application for regis- 
tration the Department frequently inquires into property values, and 
for this purpose it is specifically empowered! to “make or have 
made”—at the expense of the applicant'*—“a detailed inspection, 
appraisal, audit, or other investigation of the property and affairs of 
the issuer.” The Department also inquires into the reputation and 
practices of those in control of issuers in cases where it suspects that 
“the issuer is of bad business repute or does not conduct its business 
m accordance with law or sound business principles. . . .”14 And of 
course the Department’s auditors carefully scrutinize all figures sub- 
mitted in the applications, and may make “such examination or audit 
of any books, papers, records or memoranda of any person subject 
to investigation” as the Department may deem “necessary or ad- 
visable.”’!® 

In practice, in most cases, nearly all the information which the 
Department needs in its checking of applications is obtained very 
easily and informally. A few illustrations from the files will show 
how the Department goes about this phase of its work. 

In Gambill Distilling Company the Department objected to the 
whisky inventory submitted by the company and required additional 
information as to the number of barrels in each age group, the cost 
ot distilling it, and its value at various ages. Thereafter the Depart- 
ment wrote the following letter to whisky dealers: 


Your name has been given to us by Mr. John W. Roach, 
chief of the Beverage Tax Division as a party who may be 
able to give us market prices on whisky stored in bonded 
warehouses. 


* Id. $189.13(3). 

* The applicant is required to pay “the expense reasonably attributable” to 
the Department’s investigation. Jd. §189.13(3). §189.29(4) provides that “a sum 
deemed sufficient to cover such expense” (and any similar expenses such as the 
investigation of dealers and agents in connection with license applications, etc.), 
“in an amount from time to time prescribed by the department, shall be deposited 
with the department prior to the commencement of any such investigation, unless 
the department shall otherwise direct. . . . No security shall be registered and no 
license concerning which any investigation is made shall be issued until the entire 
expense reasonably attributable thereto shall have been paid to the department. 
“ Wrs. Srat. (1941) §189.16(e). 

** Id. §189.17(3). 
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A distiller has made application for permission to sell 
shares of its capital stock in Wisconsin. One of our problems 

is to make a check of the value of its whisky inventory. The 

inventory consists of Bourbon whisky of various ages, all 

stored in bonded warehouses. It is represented that the whisky 
has been distilled under the supervision of one of the Beam 
family and according to the Beam formula. 

It would be of help in solving our problem if you can give 

us the market prices per gallon of bulk Bourbon whisky of 

each of the following ages: up to one year; one to 2 years, 

2 to 3 years, 3 to 4 years, 4 to 5 years and 5 to 6 years. 

In this same case the Department required the financial state- 
ments to show cost of construction of the buildings, cost of additions, 
depreciation and net value of the buildings, the cost of equipment, 
the cost of installing equipment, and organization expenses. 


In Cranberry Canners, Inc., a Massachusetts cooperative cran- 
berry marketing association which wanted to distribute its stock to 
Wisconsin cranberry growers, the Department corresponded with 
the Wisconsin Department of Agriculture in order to find out some- 
thing about cranberry marketing and to obtain all available informa- 
tion about the issuer. The Department thereafter wrote letters to 
Wisconsin cranberry growers who had marketed cranberries with 
the issuer to ascertain whether their experience with the issuer had 
been satisfactory. When the growers replied in the affirmative the 
Department registered the issue. 


In Norcor Manufacturing Company the Department wrote the 
issuer's attorney as follows: 


... As the conditions surrounding the corporation, particularly 
its recent history, are outside of that of an ordinary business 
institution, a proper examination of its application necessitates 
more investigation than do the general run of applications. 


Before we will be in a position to register the securities of 
the corporation we should know: 


1. That the plan of reorganization of the corporation is fair 
and equitable. 


2. That after the sale of the securities to be registered has 
been completed, the corporation will be properly financed ; and 


3. That the corporation will be controlled by persons whose 
past history is such that we are justified in assuming they will 
deal fairly and honestly with the holders of the securities of 
the corporation. 
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In the case of the X company,'* the Department wrote the follow- 


ing letter : 


In passing upon applications this Department must not 
only give consideration to the representations made relating 
to the issuer and the securities to be registered but also to the 
character and reputation of the persons who are to direct the 
affairs and operations of the issuer. 

_ Quoting from your letter dated Dec. 30, 1940, “As re- 
quired ...... OE cccvss have agreed to resign from the 
Board of Directors and from their respective offices of presi- 
dent and vice-president. A meeting is now being planned to 
fill those vacancies.” 

We expected that those vacancies had been filled. 

However, in order to make our position perfectly clear, 
please be advised that we will not proceed with any matter 
in connection with the registration of the stock of [the X 
Company] except to close our record, so long as the persons 
who are responsible for or who participated in the violation 
of the securities law of this state and persons whose honesty 
and integrity are in question are directors, officers or managers 
of the corporation. 


[Italics supplied ] 


Subsequently the Department wrote to certain banks and to a number 
of prominent and reliable individuals acquainted with the issuer’s 
officers and directors inquiring into their integrity and ability. 

Sometimes persons interested in the issuer take the initiative in 
supplying character testimonials. Thus in Medford Brewery Com- 
pany the Department received letters from the mayor and commer- 
cial club of Medford praising the brewery and its management, 
expressing the desire of Medford people to invest their money in it, 
and assuring the Department that Medford would appreciate it if 
the Department would register the securities. 

In Herrmann and Campbell the Department refused to accept 
an appraisal of property which dated back to 1930 since changes in 
the neighborhood might have influenced its value. The issuer was 
asked for a new appraisal, and in addition the Department sent an 
appraiser of its own to make an independent valuation. The files 
contain many other examples of appraisals conducted directly by the 
Department, particularly in first mortgage bond issues. 





* Although the Department’s files of applications are public records, it has 
seemed to us in a few instances proper to eliminate names where reputations of 
concerns or individuals might possibly be injured by their inclusion. 
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In Marquette Mines, Inc. the Department arranged with the 
issuer to have an exploration of the property made by an independent 
geologist. The Director of the Department wrote the promoters as 
follows : 


We understand from your letter of May 15, 1941 that Mr. 
Stott was contacted on the suggestion of the Houghton School 
of Mines and that negotiations were made with him with the 
knowledge and approval of Mr. Pardee and subsequently with 
the knowledge and approval of Mr. Pardee’s successor as 
geologist for the State of Michigan. 

We have no objection to Mr. George F. Stott and believe 
that a report from him will be acceptable provided that he 
will be given full and entire charge of the exploration of the 
mining property leased by Marquette Mines, Inc. and will not 
be subject to and will be entirely independent from inter- 
ference or direction by any one. 


We assume that Mr. Stott has viewed or will view the 
mining property and make an estimate of the cost of exploring 
the same. After Mr. Stott has made an estimate please arrange 
for a discussion regarding the exploration and the amount of 
money to be raised. The discussion is to take place between 
Mr. Stott, the president and the secretary of Marquette Mines 
Inc., Professor Bean [the Wisconsin State geologist] and the 
writer.” 


(b) Correction of errors in the set-up or proceedings of 
issuers, the forms of securities, etc. 


Members of the Department’s staff, and particularly the Regis- 
tration Examiner, go over all application papers and exhibits with 
meticulous care, and insist with undeviating firmness, in small de- 
tails as well as in matters of first importance, upon strict compliance 
not only with the Securities Law but with other applicable’ statutes 
and decisions. In other words, the Department takes very seriously 
the requirement of section 189.13(3)(c) that the issuer’s “articles of 
incorporation or association, declaration of trust, charter, constitu- 
tion, by-laws, lease, contract, or any instrument or indenture under 
which the securities are issued” shall not be “contrary to law” (or 
“unfair, inequitable, or fraudulent’). 

The Department is concerned not only with legal errors but with 
mistakes of draftsmanship, and its punctiliousness in matters of form 
is as strict as in matters of law. In examining a prospectus, for 
example, which contains brief summaries of information found in 
other legal instruments, the Department checks the accuracy of the 
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summaries against the original statements found in other instru- 
ments. Descriptions of property covered by bond issues are checked 
against the descriptions in the indenture and in the survey. Provi- 
sions such as insurance, redemption and so forth in the prospectus are 
checked against the corresponding provisions in the indenture. Finan- 
cial statements in the prospectus are checked with originals ; descrip- 
tions of the security with the instrument authorizing it; and terms of 
the offering with the underwriting agreement. All exhibits must be 
in final form and completely executed. Indentures or underwriting 
agreements which are not actually signed by the parties are returned 
to them. 


The following examples from the files will show the types of 
errors which are frequently made by issuers or their counsel, and the 
steps which the Department takes when the errors are discovered. 
These examples should be of particular interest to members of the 
bar who may have to deal with the Department, and who may save 
themselves and their clients some embarrassment if they realize how 
strict are the standards of care which the Department has laid down. 


In J. A. Baldwin Company the Department objected to the form 
of the escrow agreement because the name of the company appeared 
as “J. A. Baldwin Co., Inc.” and also as “J. A. Baldwin Co.,” and 
the word “commission” appeared instead of the word “Department”. 
The Department also returned the impounding agreement for cor- 
rection because the party of the second part was designated as “he” 
and “him” when the party of the second part was not a human 
person. 


In Nekoosa-Edwards Paper Co. the Department wrote the issuer: 
1. The copy of the Articles of Incorporation of your corpora- 
tion submitted to this department as amended provided that 
the capital stock consists of 65,000 shares of common stock 
and 20,000 shares of 6% preferred stock, each having a par 
value of $100 per share. In the application the authorized 
capital stock is stated to consist of 63,000 shares of common 
stock, par value $100 each. Have the Articles of Incorporation 
been amended since July 21, 1937 changing the authorized 
capital? If so, please submit a copy of such amendment. 

2. In the event that Article Third of the Articles of Incorpora- 
tion has not been amended since the amendment adopted on 
July 21, 1937, we call attention to the following wording 
appearing in the said article: 


“.. ., the said preferred stock to have no voting power, 
except that no stock shall be issued of equal or prior right 
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without the approval of two-thirds of said preferred stock 
outstanding.” 


Subsection 3 of section 182.13 Wisconsin Statutes provides as 
follows: 


“No change in relation to such preferred stock shall be 
made, except by amendment to the articles adopted by a 
three-iourths vote of the preferred and three-fourths of 
the common stock.” 


It is our opinion that the provisions of section 182 govern 
such procedure relating to preferred stock. 

May we suggest that you submit this matter to your attorney- 
at-law? If our interpretation does not prove to be incorrect, 
then it will be necessary to amend the Articles of Incorpora- 
tion to comply with section 182 before the common stock may 
be registered, unless the articles have already been amended 
changing the provision in question. 


After this letter had been received, the Company’s counsel ob- 
jected that the error in the articles relating to the preferred stock 
was of no consequence since only the common stock was to be regis- 
tered, and the error in no way affected the common stock. The De- 
partment replied : 


We take it that any unlawful provision in articles of incor- 
poration, regardless of whether or not such provision had to 
do with the provisions relating to stock, would require us to 
deny an application for registration. 


Eventually the issuer held a stockholders’ meeting and amended its 
articles by changing the two-thirds provision to three-fourths. 


Frequently, as the following examples will show, the Department 
suggests either the general terms or the exact wording of some pro- 
vision (or of a total document) which it feels should be substituted 
for the one submitted by the issuer. 


In Marvex Products Company the Department wrote the issuer: 


We have noted several changes on the circular. The 
changes are merely suggestive. .. . 


The form of subscription contract submitted did not sepa- 
rate the representation by the issuer from the agreement by 
the subscribers. The enclosed form contains the wording of 
the form submitted by you with slight additions, rearranged 
so as to separate the representations of the issuer from the 
agreement by the subscriber. 
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The issuer apparently made the suggested corrections by clerical 
alterations of the original documents, which the Department declined 
to accept in the following letter : 


We are returning herewith copies of the prospectus and 
the subscription contract. We do not desire to accept copies 
of such documents that are prepared by simply ruling out cer- 
tain words in view of the fact that it is possible that alterations 
could never be proven on the original. We would suggest that 
you typewrite in definite form a new prospectus as well as a 
subscription contract. 


In Richardson Paint Company the Department wrote as follows 
to the issuer’s attorney ; note particularly the willingness of the De- 
partment to go over counsel’s draft of articles or amendments to 
afticles before submission to the issuer or to the Secretary of State— 
a practice which, if generally observed, might save many headaches. 


It appears that Article Third as worded in the document 
submitted with the application is the wording of the amend- 
ment about which you spoke with our examiner on the third 
instant. We are sorry that you did not follow his suggestion 
and submit a copy of the proposed amendment before sub- 
mitting the same to the stockholders of the issuer and before 
filing it in the office of the Secretary of State and recording it 
in the office of the Register of Deeds of Sauk County. On 
examination of the amendment our legal staff finds that cer- 
tain provisions relating to redemption of preferred stock are 
not properly worded. The words “per share” are omitted 
after $27.50 and after $26.25. The second sentence of the 
paragraph begins as follows: “All accrued dividends to be 
paid to date of redemption provided,” and the rest of the 
sentence has no connection with the accrued dividends. 

May we suggest that you eliminate the first and second 
sentence of the redemption provision and insert in lieu there- 
of one sentence reading substantially as follows: “The whole 
of the preferred stock, or any part thereof, may be redeemed 
on any dividend date at the option of the Board of Directors 
of the Corporation, upon sixty days’ previous written notice 
by mail to each holder thereof (at his last known post office 
address as shown by the books of the corporation), by paying 
therefor in cash-a redemption price of $27.50 per share for 
shares called for redemption on or before December 1, 1943, 
a redemption price of $26.25 per share for shares called for 
redemption after December 1, 1943 and before December 1, 
1936, and a redemption price of $25 per share for shares 
called for redemption after December 1, 1946, together each 
time with all accrued dividends thereon at the date fixed for 
such redemption ; provided, however, that in the event only a 
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part of the preferred stock is so retired, the portion so to be 
retired shall be determined by the Board of Directors by lot.” 

In the twelfth line a comma and the word “if” should be 
inserted after the word “given”. In the seventeenth line the 
word “designating” should be changed to “designated”. In 
the fourth of the last lines of the redemption provision the 
word “now” should be omitted. 

We suggest that before filing the amended redemption 
provision in the office of the Secretary of State and recording 
it in the office of the Register of Deeds you submit a copy to 
this Department. We will be glad to advise you whether such 
amendment will be acceptable and, if not acceptable, what 
changes should be made. 


In Local Finance Company, Article VII of the by-laws conferred 


power on the board of directors to amend or repeal the by-laws. The 
Department required this Article to be changed so as to read: 


1. Any of these by-laws may be amended by a majority vote 
of the stockholders at any annual meeting, or at any special 
meeting called for the purpose. 


2. The board of directors may adopt additional by-laws in 
harmony therewith, but shall not alter or repeal any by-laws 
adopted by the stockholders of the company. 

The Department’s primary purpose in requiring the change was 
to assure to the stockholders an adequate voice in the management of 
the corporation. A secondary purpose was to prevent any question 
as to the legality of the provision.’™ 

In this same case the Department also returned to the issuer a 
proposed impounding agreement,!? with a “rough draft” of a sub- 
stitute therefor, the Department saying that: 


It should be understood that the draft is suggestive of the 
contents of the agreement and does not necessarily represent 
the final wording of the agreement. 

In cases such as the.one just mentioned the Department’s staff 
really goes beyond the function of correcting errors and begins to 
assume the role of adviser. Not infrequently, when the Department 





8 The Wisconsin Statutes are silent as to the power of directors to enact, 
amend or repeal by-laws, and it has been assumed by some that this power 
cannot be given to the directors. However, in North Milwaukee Town-Site Co. 
No. 2 v. Bishop, 103 Wis. 492, 79 N.W. 785 (1899) the court suggested that such 
power may be conferred by the articles upon the directors. See Shiels, Why Do 
Wisconsin Concerns Incorporate in Other States? (1936) 11 Wis. L. Rev. 457, 
468. 

™ Discussed hereinafter under “Informal Exercise of Legislative and Judicial 
Functions,” section (1). 




















462 





WISCONSIN LAW REVIEW [Vol. 1942 
has questioned the legality of some particular set-up, counsel for the 
issuer and the Department’s counsel have tackled the problem to- 
gether in an attempt to find a workable solution. For example, in the 
case of the Eau Claire Golf and Country Club, the issuer had pro- 
posed two classes of common Stock, A and B. The Department wrote 
the issuer’s counsel as follows: 


Our delay in writing to you relative to the application for 
registration of the Country Club stocks has been largely occa- 
sioned by construction placed upon Wisconsin laws by our 
examiners relative to the fact that you cannot issue in Wiscon- 
sin two classes of par value common stock. You will recognize 
immediately the necessity of changing one of the classes of 
stock in order to comply with Wisconsin law. 


In accordance with this suggestion the Class B stock provisions 
were changed so as to give that class certain preferences and thus 
take it out of the category of a common stock. The Department then 
raised questions regarding the Class A stock, as follows: 


There are several provisions relating to Class A stock 
which, if we understand the same, appear, in the case of the 
happening of certain events, to deprive holders of stock of 
personal property without compensation. One provides that 
if at any time a stockholder ceases to be a dues paying mem- 
ber in good standing, the class A stock owned by said stock- 
holder shall be turned back to the corporation and cancelled. 
Can this provision be enforced against stockholders who re- 
fuse to surrender their stock for cancellation? Have you 
found any decision of our courts sustaining such a provision? 

The 3rd paragraph provides that in the event any stock- 
holder owning class A stock dies, said stock shall be cancelled 
unless within one year from the date of death such stock is 
registered in the name of an heir, legatee or devisee of such 
deceased stockholder, who is or then becomes a dues-paying 
member. We have two questions relating to this provision: 


A. Is one year sufficient time for the division of estates of 
deceased persons? 


B. Can this provision be enforced against the protest of 
any person who may inherit such stock who is not a 
dues-paying member ? 


Is the instrument unfair, unjust, inequitable or oppressive 
under Sec. 189.07(1) (e) ? 


To this letter counsel for the issuer replied as follows: 


If you feel this provision is too harsh, the only suggestion 
we might make would be that the heir or legatee, not desirous 
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of becoming a dues paying member, might obtain one year’s 
playing privileges without dues upon the filing of a notice of 


such desire and without compensation for the cancellation of 
the stock. 


To which the Department answered: 


The suggestion in .... your letter appears to offer a solu- 
tion to your problem. We have made a rough draft of Article 
III applying the suggestion to the three instances which may 
call for the surrender of class A stock, viz: delinquent dues, 
resignation of membership and death of members. 

The change in call price (from shall be calleable at par to 
shall be calleable at par or book value whichever is greater) 
was made at the suggestion of Mr. Herbert E. Whipple, 
Attorney, Corporation Division, Sec. of State. He called at- 
tion to sec. 185.081 Wis. Stats.’® as it relates to recalling of 
stock by issuer as expressive of legislative intent which may be 
applicable to the Class B stock. 


As has previously been said, it sometimes happens that an issuer 
will sell some portion of its securities before applying for registration 
and without realizing at the time that the securities ought to be 
registered. In such cases, where the mistake has been made in good 
faith, and the issue is a suitable one for registration, the Department 
may extricate the issuer from its predicament by registering the 
shares illegally sold, having the issuer procure from the purchasers 
ratification of their purchases, and then registering the unsold por- 
tion of the issue. Thus in the case of LaCrosse Baseball Association 
the Department wrote the issuer: 


Sec. 189.15 [now 189.18(1)] provides that illegal sales of 
securities are voidable at the election of the purchaser and that 
the seller is obligated on demand to refund the amount paid 
by the purchaser for such securities plus interest and less 
interest on dividends received by such purchaser. 

In order to protect the money which the company will 
raise by the sale of additional stock against withdrawals by 
present stockholders who might elect to void their purchases 
of stock, we are registering the $5000 of stock now outstand- 
ing for the purpose of enabling the corporation to obtain rati- 
} fications of subscriptions from all of its present stockholders. 
The registration does not include any unsold shares and no 
additional shares of stock may be sold until the order of regis- 
tration has been amended to include the same. 





* This section permits a cooperative association to provide for the recall of 
stock at par or book value, whichever is greater. 
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Enclosed please find a copy of an order registering 500 
shares of outstanding common stock of LaCrosse Professional 
Baseball Assn. and a copy of a form of ratification of purchase 
with an allowance for use noted on the form. 


When the corporation has obtained ratifications from all 
holders to whom it sold shares of its capital stock upon such 
forms, please have the secretary and the treasurer of the cor- 
poration execute an affidavit to that effect and submit the 
same to this department. We will then be in a position to 
amend the order of registration to include the shares to be 
presently sold by the corporation.” 

The form of ratification suggested by the Department is a nota- 
tion (attached to a subscription contract dated subsequent to the 
order of registration) reading as follows: 


This subscripion constitutes a ratification of the purchase of 

said stock made on ...... RY: stsaevss 19 

One very minor but frequent omission in registration applications 
deserves to be mentioned. The Department requires, and applicants 
often forget to include, the written consents of accountants and 
attorneys for the use of their financial statements and opinions in 
connection with the applications. 


(c) Requirements of reports and statements subsequent to 
registration 


The Department may require in any registration order “that 
reports of sales of securities be filed with the department at such 
times and in such form as it may prescribe, and that information 
available to the applicant concerning the issuer and its business, 
property and affairs be filed with the department at such times and 
in such form as it may prescribe.””!® 


In about 16% of the files examined, the Department required the 
submission of monthly sales reports. A typical form of such re- 
quirement, contained in the order of registration, is as follows: 


On or before the 10th day of each month the issuer shall 
submit a report of sales of the said notes made by it in Wis- 
consin during the preceding month, upon forms provided by 
this Department for that purpose. The issuer shall also report 
in the form of a letter the total amount representing the aggre- 
gate par value of all of said notes sold in this and all other 





” Wis. Stat. (1941) §$189.17(1). 
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states up to the close of business on the last day of the pre- 
ceding month. 


The Department’s policy is to require such reports whenever the 
sales by the issuer are to be spread over a considerable period of 
time, and the Department believes that changes in conditions during 
such period might possibly necessitate a revocation of the registration. 
Under section 189.16 the Department may order such a revocation 
“if it shall have reason to believe” that 


(a) The securities are not such as may be sold hereunder 
because of the unsound financial condition or decrease in earn- 
ings of the issuer or other conditions affecting the soundness 
of the securities ; 

* * * 

(g) Such revocation for any reason . .. is necessary or 
appropriate in the public interest or for the protection of in- 
vestors. [Italics supplied]. 


Once again the sweep of the Department’s discretionary power 
is apparent. A few examples of the Department’s policy in the matter 
of reports are here given. 


In the case of the H. C. Prange Company, a department store, 
monthly reports had been called for. The H. C. Denison Company, 
a licensed dealer, wrote the Department : 


Could the necessity of furnishing monthly reports be elimi- 
nated if the H. C. Denison Company did the buying and 
selling of the H. C. Prange Company stock? 


As you doubtless know, this is our largest department store 
here and all of the stock is held by employees except for a few 
stockholders who are heirs of the founders. No stock is ever 
offered for sale except to responsible employees of the busi- 
ness. 


The Department replied : 


There is nothing we can do to lift the requirement of 
monthly sales in view of the manner in which H. C. Prange is 
selling stock. Regardless of whether a dealer were the appli- 
cant where stock is sold from time to time, it is our policy to 
require monthly reports in order that we might check the 
advisability of continuing the sale of the stock as a result of 
changes in financial conditions. 


In Wisco Hardware Co. the issuer asked the Department : 


Will you kindly advise if no sales of stock have been made 
during the 30 days preceding the 10th day of each month 
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whether under the rules znd regulations of the Department, 
the Wisco Hardware Company should make a report to the 
Department of the fact that no sales were made during the 
said 30 days. 


The Department replied: 


We wish to advise that it is necessary to report even the 
fact of no sales. 

The Department sees to it that required reports are rendered. 
Thus in Little Chute Business Men the Department warned the 
issuer that it had been exceedingly careless about submitting monthly 
report of sales; that the January and February statements were not 
submitted even after reminders from the Department ; that the March 
report was past due; and that unless the reports were filed on or 
before April 28th the Department would suspend the registration 

In about 19% of the files examined the Department required the 
issuers to submit annual financial statements. This requirement is 
normally laid down when the issuer is one whose financial condition 
is not reported in any of the standard reporting services. 

In the case of investment companies the Department is very con- 
cerned with the type of securities in the investment portfolio and 
therefore usually requires quarterly reports showing the composition 
of the portfolio. The Department also requires such companies to 
submit annual financial statements because the Department is very 
much concerned, among other things, with whether they are paying 
dividends out of earned surplus or out of paid-in surplus or surplus 
realized by appreciation in the value of securities. 

Ordinarily an investment company enters into a distribution 
agreement with another corporation, which agrees to sell the new 
issue on a best effort commitment. Since investment company se- 
curities are ordinarily sold in many states, the Department requires 
the distributor to submit, in addition to reports of the monthly sales 
made in Wisconsin, a list of the total number of shares outstanding 
at the end of the month. 

As will later be seen, the Department has been particularly strict 
in laying down requirements which investment companies must meet 
in order to obtain registration. 


(2) Routine and Investigational Duties Having To Do with the 
Licensing of Agents and Dealers. 


The same care with which the Department scrutinizes the applica- 
tions of issuers for registration of their securities is exhibited in 
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connection with the licensing of agents and dealers. An agent is, in 
general, a person who represents or acts for a dealer or issuer in the 
sale of securities.” A dealer is, in general, a person whose business 
is buying or selling, or executing orders for the purchase or sale, 
of securities issued by others.*! In other words, the typical dealer 
is a broker or underwriter, while the typical agent is a salesman 
of a dealer or issuer. Each must be licensed before he can act as 
such, and all licenses must be renewed annually.”? 


Renewals are largely routine, but the initial applications are far 
from routine. The agent’s application, on a form prescribed by the 
Department,”* calls for detailed and searching information about his 
past.** Mr. Wood* has summarized as follows what the Department 
does when an application is thus made. 


“After examining the information submitted the Department de- 
cides what further investigation is necessary. If the applicant has 
been licensed in other states, the Department writes to the licensing 
authorities to get their history of the applicant. The Department 
may also write to the S.E.C. and to the applicant’s former employers 
for further information. The less the Department knows about the 
applicant, the more inclined it is to require him to appear for an 
informal conference or a formal hearing. 

“Until the war emergency the Department required all new appli- 
cants to appear for written and oral examinations, which were given 
either at Madison or Milwaukee. Recently this requirement has been 
relaxed. If the Department feels that the applicant’s employer is 
trustworthy, it will send the employer a written examination to be 





* See Wis. Stat. (1941) $189.02(7). 

™ See Id. §189.02(5). 

* Id. $189.03. 

* Pursuant to Jd. §189.04(1) (a). 

™ The information required includes: (1) Other states in which applicant has 
been licensed as dealer or agent; (2) Any instance in which applicant has been 
denied a license as dealer or agent or has had such a license suspended; (3) Other 
states in which any dealer, of which applicant has been an officer, director, stock- 
holder or member, has been licensed; (4) Instances in which any dealer, with 
which applicant has been connected, has had a license denied or suspended; 
(5) Whether applicant has ever been charged with the commission of any offense 
arising out of alleged fraud or with any offense arising out of any financial or 
fiduciary transaction, or violation of any securities law; (6) Whether any com- 
plaint has ever been filed with any public authority against applicant, or against 
any dealer with which applicant has been connected, relating to the sale of se- 
curities or to general business practices; (7) Applicant’s employment history for 
the past ten years, including names and addresses of employers, length of time 
and type of work in each position, and whether applicant has ever been discharged 
by any employer. 
* Research Director of the Wisconstn Law REvIEw, supra note 9. 
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given to the applicant and will waive the oral examination—provided, 
of course, that it has no reason to doubt the integrity or competency 
of the applicant. 

“The Department has adopted the policy of requiring a formal 
hearing on the application of any agent who has been employed pre- 
viously by a dealer whose license has been suspended. The applicant 
is questioned as to his degree of responsibility and participation in 
the malpractices of his former employer. The Department is par- 
ticularly interested in the applicant’s attitude toward those malprac- 
tices—whether he feels that they were unfair and whether or not he 
shows an intent to mend his ways.” 

The dealer’s application is on a form much more elaborate than 
that required of an agent, calling, among other things, for a balance 
sheet meeting certain standards.2® Mr. Wood has summarized as 
follows what the Department does when a dealer’s application is 
received : 

“As in the case of agent’s applications the Department writes to 
the S.E.C. and other state commissions to check the applicant’s 
statements, and then decides what further investigation is necessary. 
There have been no formal hearings on new applications by dealers, 
probably because only a few of the better dealer firms have applied 
for a license without first sounding out the Department. 

“The Department is primarily concerned with the applicant’s 
reputation and experience in the securities business and with his or 
its financial responsibility. No minimum capital requirement has 





* Other information includes: (1) Type of organization of applicant (cor- 
poration, copartnership, individual) and names and locations of all offices; (2) 
stock exchange memberships and securities dealer licenses held by applicant; 
(3) instances in which applicant or any of its officers, directors, stockholders or 
partners has had any dealer’s or agent’s license or stock exchange membership can- 
celled, suspended, or denied; (4)instances in which applicant or any of its officers, 
directors, stockholders or partners has been charged with the commission of any 
ofiense arising out of alieged fraud or out of any financial or fiduciary transaction 
or violation of any securities law; (5) instances in which applicant or any of its 
officers, directors, stockholders or partners has been defendant in any civil action 
arising out of the sale or purchase of securities; (6) a detailed plan of the busi- 
ness of the applicant and the nature of securities to be handled; (7) all business 
and professional connections of the officers, directors, stockholders owning 10% 
or more of the stock, and partners, during the last ten years; (8) detailed informa- 
tion as to applicant’s practices in selling securities on margin; (9) four letters of 
recommendation from responsible persons with regard to the honesty and in- 
tegrity of the applicant or its officers, directors and partners; (10) if applicant is 
a corporation, a list of stockholders giving names, addresses and amounts of 
stock held, a list of the officers and directors, a copy of the articles of incorpora- 
tion and by-laws; (11) if applicant is a copartnership or unincorporated associa- 
tion, names and addresses of members and copy of the articles of copartnership 
or association. 
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been established, but the Department has occasionally required a 
dealer to put more capital into the business. An auditor is sent to 
check the applicant’s financial statements and to see that the require- 
ments with respect to maintaining records*’ are clearly understood. 

“Within a few months of granting an original application the 
Department sends an auditor to check the dealer’s books and records. 

“The original licensing is, however, but a small part of the De- 
partment’s work in regulating dealers. Dealers must submit regular 
reports of sales and must be investigated annually by the Depart- 
ment’s auditors. 

“The Department’s rules provide for two types of monthly re- 
ports to be filed by all licensed dealers.2* The Department checks 
each report, and the auditors use these reports when investigating 
dealers. The reports reveal a good deal about the nature of a dealer’s 
business—the type of securities he handles, the volume of his busi- 
ness as principal, and whether he is operating on a large margin of 
profit. Since making false statements is adequate grounds for re- 
voking a license,”® and since it is relatively easy for the auditors to 
check the accuracy of the reports, there is very little trouble with 
falsified reports. 

“The monthly reports serve another purpose, of value to the 
dealer as well as to the Department. Occasionally a dealer will sell 
as principal a non-exempt, unregistered security, either through 
oversight or because of a mistaken belief that the security is qualified. 
Section 189.18(1) provides that an illegal sale is voidable at the 
election of the purchaser. Subsection (4) provides that the purchaser 
shall have no right to avoid the sale if he fails, within 15 days of 
receipt of an offer to repurchase, to accept such offer. Whenever 





* Rule No. 11 of General Order No. 9 promulgated by the Department Aug. 
24, 1941 specifies in great detail the books, records and accounts which licensed 
dealers must keep, covering among other things: purchases and sales; assets and 
liabilities; income, expense and capital accounts; cash and margin accounts; se- 
curities in transfer; dividends and interest received; securities and monies bor- 
rowed and loaned; and puts, calls, spreads, straddles and other options. The 
Rule also prescribes the length of time during which licensed dealers must pre- 
serve various books, records and accounts. 

* Rule No. 7 of General Order No. 9 calls for a report of all securities sold 
by a dealer during the preceding month to others than dealers, banks, trust com- 
panies and insurance companies. Sales of U.S. Government issues need not be 
reported. Rule No. 9 requires a report of all solicited agency transactions in 
which the dealer’s total profit exceeds certain limits. 

*” Wis. Strat. (1941) §$189.04(2) enumerates 12 grounds for the revocation of 
licenses and subsection (3) grants a catch-all power of revocation “for any cause, 
whether similar to or different from the foregoing, rendering such revocation 
necessary or appropriate in the public interest or for the protection of investors.” 
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a dealer’s monthly report discloses an illegal sale, the Department 
notifies him and suggests (there being no mandatory requirement) 
that he make an offer to repurchase.*° 

“While the Department does not regard occasional, inadvertent 
sales of unqualified securities as grounds for revoking a dealer’s 
license, it does regard the number of such sales as a measure of the 
dealer’s competency. 

“Since 1939 the law has provided for an annual mandatory in- 
vestigation of the business of each dealer. The investigation may be 
made at any time and without previous notice to the dealer. Decisions 
as to the time of investigations have largely been left to the auditors, 
who allocate the work among themselves so that the same auditor 
does not investigate the same dealer in consecutive years and so that 
a dealer has no indication of when he is to be investigated. The scope 
cf the investigation also is left largely to the auditors. If, toward the 
end of the year, it becomes clear that some investigations must be 
rather perfunctory, the Director may list certain firms to be given 
enly a record check. 

“The auditors are able to judge a dealer somewhat by the type of 
men he employs, the type of security which he handles, and his atti- 
tude toward the auditors. Most of the dealers lean over backward 
to be polite to the auditors and furnish any records which they may 





* Wis. Strat. (1941)§189.18(1) provides that illegal sales are voidable “at the 
election of the purchaser.” There are only two circumstances under which the 
statute requires a dealer to make an offer of repurchase: (1) Under §189.08 
certain types of securities of a sort normally regarded as particularly sound invest- 
ments may be sold by a licensed dealer without their having to be registered at all, 
provided the dealer notifies the Department (not later than the date of offering) 
of the nature of the issue. Sales of this sort are called sales upon notification. 
Within 10 days after receipt of the notification the Department may in its dis- 
cretion prohibit further sales until registration. If sales are thus prohibited, the 
dealer must offer to repurchase any securities sold prior to the order. Normally. 
of course, no order of prohibition is made. The object of the statute is to dispense 
with unnecessary registrations while at the same time giving the Department full 
discretion to step in in any case, and putting upon the dealer the burden of having 
to make repurchase offers in case the Department does step in. (2) Under §189.09 
certain types of securities which normally would be sound investments, but which 
are not as fully safeguarded as those described under $189.08 supra, may be sold 
by a licensed dealer prior to registration, provided he notifies the Department of 
his intentions not later than the date of offering. In any event, however, the re- 
quirements of registration are not relaxed, and if registration is denied, or an 
application therefor is not seasonably filed, or the Department upon receipt of the 
dealer’s notification prohibits sales, the dealer must offer to repurchase all securities 
which he has sold. The object of permitting sales prior to registration is to enable 
dealers to avoid unnecessary delays in marketing securities of a sort which in all 
likelihood will be granted registration. Again, the dealer takes his risk of adverse 
action by the Department, and the risk, while not serious, is greater (because of 
the difference in the quality of the investments) than in the case of sales upon 


notification. 
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request. By spot-checking confirmations and by analyzing selected 
customers and securities accounts the auditors may uncover such 
practices as switching, improper confirmations, sales of unregistered 
securities and improper use of customers’ funds and securities. The 
Department has portable photographic equipment for use in extended 
investigations. 

“The auditors scoff at the problem of falsified records. They 
point out that only the most skillful accountant could cover up the 
true facts and then only by maintaining duplicate records, and that 
such a practice would scarcely pay. 

“The annual investigations take from a few hours to a fortnight, 
depending on the size of the dealer and the number of questionable 
practices uncovered.” 


(3) Cooperative Activities of the Department in Relation to 
Other Agencies, Officials and Organizations within and with- 
out Wisconsin 


Most administrative agencies do not exist in isolation; though 
charged with duties under some particular statute or group of statutes 
they normally have points of contact with other agencies and organi- 
zations. In the case of securities regulation this interplay of relation- 
ships is particularly extensive. Its importance and its usefulness, too 
often overlooked by critics of the administrative system, will appear 
from the following summary. 


(a) Relations between the Department of Sccurities and 
other Wisconsin agencies and officials 


We have already noted an instance in which the Department 
called upon the services of the State Geologist in connection with 
appraising a mining venture; other such instances have occurred. 
In two cases of mortgage bond issues the Department called upon an 
engineer from the Public Service Commission to appraise the prop- 
erty. In each case the Commission engineer valued the property at 
less than the appraisal submitted with the application, but in both 
cases the value was clearly ample to secure the contemplated bonds. 
In another case involving a gas company the Department corre- 
sponded and conferred with the Public Service Commission about 
the applicant and its business and required the applicant to have the 
Commission appraise its assets. 
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Securities of an insurance company may not, under Section 
189.13(7), be registered by the Department without the approval of 
the Commisioner of Insurance. There is thus a close relationship 
with the Commissioner, but the latter’s approval does not relieve the 
Department of its primary responsibility of passing upon the issue, 
and in practice it scrutinizes insurance company issues as carefully 
as any others. Similarly, under the 1941 law, with the exception only 
of securities of the United States Government,*! there are no longer 
any absolutely exempt securities.*2 The Department may, for ex- 





™ Under Wis. Star. (1941) $189.05 such securities (including those guaranteed 
by the U.S.) are not covered at all by the law, “but nothing herein contained 
shall deprive the Department of jurisdiction over persons selling or offering for 
sale any such security.” 

™ Under Wis. Strat. (1941) $189.06 certain securities are exempt from regis- 
tration unless and until, under §189.11, the Department, believing that the sale 
of a security “may be unfair, inequitable or fraudulent” or that registration “is 
necessary or appropriate in the public interest or for the protection of investors,” 
prohibits further sales until registration. The securities in this category include 
those issued by states and political subdivisions thereof, short-term commercial 
paper, securities of railroads under the jurisdiction of the I.C.C. and of public 
utilities under the jurisdiction of the Public Service Commission of Wisconsin, 
securities (with certain limitations) of educational, charitable and religious non- 
profit corporations and of Wisconsin banks, trust companies and building and loan 
associations, etc., supervised by the Banking Department. No penalty attaches 
for the prior sale of any such securities if the Department should prohibit further 
sales until registration, and they can be freely sold without specially notifying 
the Department. (Dealers must, however, include such sales in their monthly 
reports. See note 28 supra). 

The scheme of the statute might thus be summarized (the lettered designa- 
tions are our own): 

a. U.S. Govt. securities. Not touched by the law. 

b. AAA securities (“Securities exempt from registration”). Can sell without noti- 
fying Department, but Department may stop sales and require registration. 
No repurchase offers in that event need be made. 

c. AA securities (“Sales upon notification”). Must notify Department, but can 
sell without registration unless Department requires it. If Department stops 
sales and requires registration, must offer to repurchase. 

d. A securities (“Sales prior to registration”). Must notify Department and must 
register, but can sell in the interval subject to repurchase offers if registration 
is not obtained or Department stops sales. 

e. All other securities. No sales prior to registration (save in the case of certain 
“exempt transactions” under §189.07—sales where there are less than 15 se- 
curity holders of the corporation, etc.; sales by an individual not a dealer or 
controlling stockholder, etc.; sales by a pledgee in good faith, etc.; and so 
forth. The exemptions under this section apply to every type of security, 
the theory being that the transaction by its very nature needs no protective 
controls or is de minimis). 

This carefully articulated hierarchy of measures, shading down from total 
exemption in the case of U.S. Govt. securities to the tightest sort of scrutiny and 
control in the case of ordinary stocks and bonds, is the result of a long evolution 
which is described in Mrs. Marshall’s article infra. The problem has been the 
same throughout: to find a workable balance between the investors’ need of pro- 
tection, the issuers’ need of capital, and everybody’s need of a liquid market. 
The solution has been measurably aided (and in some respects complicated) by a 
progressive tightening of control over the personnel and methods of the dealers 
who stand between the investors and the issuers. 
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ample, if it deems registration “necessary or appropriate in the public 
interest or for the protection of investors,” order the registration of 
securities of a public service corporation or a building and loan asso- 
ciation even though such concerns are regulated and controlled by 
the Public Service Commission and the Banking Department re- 
spectively. Thus final responsibility rests with the Securities De- 
partment, and in the exercise of that responsibility close working 
relationships with the agencies just mentioned are likely to develop. 
They have already developed in certain other respects; for example 
the Public Service Commission and the Banking Department have 
followed, in their own fields, certain rules evolved by the Securities 
Department,** while the latter has cited as precedents certain prac- 
tices adopted by the other two agencies.*4 And the agencies from 
time to time have obtained needed information from one another, and 
occasional services, such as appraisals. 


(b) Relations between the Department of Securities and 
agencies and officials in other states. 


There is a more or less steady interchange of information and 
advice between the Securities Department and similar bodies in other 
states—particularly, as is natural, in neighboring states. A few ex- 
amples from the files will suffice to illustrate this unpublicized team- 
play. 

In American States Utilities Corporation the Wisconsin Depart- 
ment received the following two letters from the Michigan Depart- 





“For example, in Hammermill Paper Co. the present Director of the Depart- 
ment wrote the issuer as follows: 
“Under the interpretation which our predecessor had given to Sec. 189.08(1d) 
relating to net profit of holding companies and to a similar provision of the 
securities law in effect prior to 1933, income and profit of a subsidiary which 
is no longer owned by the holding company may not be included in net profit 
or income for qualification of sales of securities in advance of registration. 
This interpretation was followed by the Public Service Commission and by 
the Banking Commission, and as it appears to be correct it is being followed 
by this department.” 
“For example, in Medford Brewery Company the present Director of the 
Department wrote the issuer as follows: 
“The public service commission and the banking commission who operated 
the former Securities Division have made exceptions . . . in cases where the 
citizens of a community have agreed to raise a certain amount of money for 
the purpose of inducing a new enterprise to locate in their city with the 
understanding that a certain number of unemployed persons will be given 
employment. This Department has also followed this practice and has not 
refused registration of securities, the registration of which would have to be 
denied if the same were to constitute an ordinary sale to the public.” 
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ment (of whom inquiries had been made by the Wisconsin De- 
partment) : 


Aug. 4, 1939 
This department -is hesitant about acting favorably upon 
the application for various reasons. In the first place the com- 
mission on the common stock is 25% of the selling price which 
is in excess of the 20% maximum commission allowed by our 
Blue Sky Law. Furthermore, the proposed sales price appears 
to be somewhat in excess of the latest market price of these 
securities. The Common Stock, if we eliminate intangible and 
deferred charges, appears to have a book value in the neigh- 
borhood of 47c per share, or at any rate substantially less than 
the proposed sale price of $2.00 per share. This Commission 
also has a rule that preferred stock issues are unacceptable if 
in excess of double the amount of common or junior equities. 
In this case it would appear that if we accept all the assets 
including intangibles on the consolidated balance sheet, then 
the junior equity (common stock and surplus) is only 15c be- 
hind each $1.00 of preferred stock outstanding, and that if we 
eliminate the intangibles and deferred charges, then such jun- 
ior equity is only 7c for each $1.00 of preferred stock out- 
standing. 
Michigan Corporation & Securities Comm. 


Aug. 21, 1939 
This Commission has taken favorable action with respect 
to the 514% cumulative preferred stock. The common stock 
application has been withdrawn. 
Michigan Corporation & Securities Comm. 


In Iowa Southern Utilities Company of Delaware, the Wisconsin 
Securities Department objected to a proposed issue of bonds and 


debentures on the ground that the debt was equivalent to the assets 


(“the first mortgage bonds appear to be fairly well protected but 


there appears to be no protection or equity whatsover for deben- 
tures.”). The Department gave the underwriter “an opportunity to 
withdraw the application, or if you prefer, to request a conference in 
regard to the matter.” Ten days later the underwriter requested a 
hearing. 


Before the hearing Mr. Zeller wrote the Minnesota, Michigan, 


Ohio, Iowa and Illinois Commissioners of Securities as follows: 


which might well be questioned as both too drastic and too inflexible. 





We are of the opinion, from the facts in our possession at 
present, that the debt is equivalent to 100% of the assets. 








* We have italicized these words as an example of administrative legislation 
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The first mortgage bonds appear to be fairly well protected 
but there appears to be no protection or equity whatsoever for 
the debentures. In view of this fact we are considering deny- 
ing registration of the debentures. 


The application indicates that the company has filed in 
your state. I would appreciate knowing what your reaction is 
to the application in so far as it pertains to the debentures. 
Minnesota replied: 


We have checked several local sources concerning this 
situation and present indications are that we will withhold 
action on the applications for the present. 


We are securing a copy of Duff and Phelps Report, who, 
we understand, have recently valued these properties at ap- 
proximately $13,500,000. 

Michigan replied : 


The Iowa Southern Utilities mortgage bonds and deben- 
ture meet the requirements of the statute based on book fig- 
ures. The Commission, however, may refuse acceptance . 
when the sale of such securities would work or tend to work 
a fraud or imposition on purchasers or the public. The Com- 
mission’s examiners have been investigating the relationship, 
historically and currently, between fixed assets and debt... . 
Our reaction is that there is much to be desired. We have not, 
however, determined that these relationships would work or 
tend to work a fraud or imposition on purchasers of the se- 
curities. No final determination will be made until the S.E.C. 
has completed its work... . 


Ohio replied: 


We agree with your view that there is serious question as 
to the adequacy of the coverage on the debenture bonds, but 
we are confronted with two questions. In the first place, there 
is serious question as to whether or not a registration filing is 
necessary under the Ohio Securities Act. ... In the second 
place . . according to the statements filed, the earnings of this 
issuer have been sufficient to comply with the conditions cov- 
ered by ... our Act. 


We doubt if we would have authority to turn down the 
issue unless we could make an affirmative finding that the se- 
curities were being sold upon grossly unfair terms which were 
so unfair as to tend to defraud and deceive the — 

We doubt if we could carry the burden of proof. . 


We would appreciate your further reactions “e would like 
to be consistent with the ‘findings of other State Commissions 
but under the circumstances [we may have no choice]. 

Towa replied: 
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_ In view of the past history of the company in connection 
with meeting its obligations and the fact that these debentures 
are merely refunding some that are now out, we had not 
planned to taxe any action toward denying registration. How- 
ever, the information which you indicate you have appears 
interesting, and, in case you feel so disposed and it is avail- 
able, we would appreciate having a little further from you 
concerning the question. 


Illinois replied : 


2 While, in the face of the balance sheet of this Company, 
a reasonable equity to support the bonds and debentures is 
shown, we have recognized that because of write-offs that may 
be proper this equity may be subject to substantial reduction, 
but the earnings are more than ample to meet the standard 
prescribed by our statute for Class “C” securities, and we 
have not felt that the lack of equity is sufficiently serious to 
justify a denial of registration. Accordingly, we expect to 
grant registration of the issues, upon federal registration be- 
coming effective. 


In Vultee Aircraft, Inc., the Michigan Commission wired the 
Wisconsin Department : 

Re Vultee Aircraft. Subject’s application with us to sell pre- 

ferred not presently favorably regarded. However requesting 


further information before final decision. Will appreciate ad- 
vice on his status with you. 


Wisconsin replied : 


Re Vultee Aircraft. Presently considering subject appli- 
cation. Awaiting additional information from underwriter. 
Agree with you investment status appears questionable on 
basis of present information. Cannot advise you yet whether 
or not we will qualify but it appears we might. 


Ultimately the Wisconsin examiner made the following notation: 


“Issue registered with due consideration to expediencies of national 
emergency”. 


More significant, perhaps, than these routine exchanges between 
State Commissioners is the work of the National Association of Se- 
curities Commissioners. The following account of the origin and 
functions of this very interesting body was prepared by Mr. Stephen 
H. Thiermann of the Law Review staff. 


The National Association of Securities Commissioners was ot- 
ganized in 1918 to secure a spirit of good will and cooperation 
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among representatives of the state securities administrative bodies. 
By 1942 the Association in support of its goals had enlisted twenty- 
one dues-paying member states and several spectator states which, 
whether from strained budgets or auditor disapproval, were unable 
to contribute the requisite $100 to the Association. During its life of 
twenty-four years the Association has had varying fortunes, the 
number of its members waning during the lean years of regulation 
and waxing with the demand for protection of the investor,®* its 
membership shifting with the political temper of the country. Indeed, 
expressed in the words of one member, the chronic complaint of the 
Association has been that “due to politics the Commissioners change 
so often the Association has to carry on a constant campaign to sell 
itself.”37 Between 1939 and 1942, for example, it is estimated that 
throughout the country there was a 25% turnover in commission 
personnel.*8 


Despite this instability in personnel, the Association has succeeded 
in translating its avowed spirit of good will and cooperation into 
techniques for attaining concrete achievements. It has sought to 
educate its membership, to enforce statutory violations, to lobby for 
reforms, and to bring uniformity into the heterogeneous field of 
security law. 


For the education of its membership the Association prints a 
monthly magazine called the Blue Sky News in which fine points of 
state security law are exchanged, ideas ventilated, gossip conveyed, 
judicial decisions summarized, and “flat and unprofitable” jokes re- 
ported. Each year the Association holds a convention that is sober 
in tone and serious in purpose. A sample of the agenda of one meet- 
ing is proof positive: “Investment Trusts”, “Oil Securities”, “The 
S.E.C. from the Angie of Enforcement”, “Escrow Requirements in 
Securities Regulations”, “Uniformity in and Coordination of Se- 
curity Regulations’, and so on.8® Out of. these conventions have 
sprung significant Committees on Uniformity, on Investment Trusts, 





* This statement is an inference drawn from a comparison of N.A.S.C. mem- 
bership before and after 1933 as listed in the Proceedings of the annual conven- 
tions of the N.A.S.C. 

* Blue Sky News, June, 1939, p. 2. 

* Percentage based on a comparison of the lists of agency personnel given in 
the Blue Sky News, Sept., 1939 and 1941. In the two-year period 12 out of 47 
agencies handling securities indicated a change in personnel. It is interesting to 
note that of the 12 states reflecting a change in personnel only three were dues 
paying members in 1941. 

* Proceedings of the Nineteenth Annual Convention of the N.A.S.C., 1936. 
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and on other matters of mutual concern to the Commissioners, in- 
cluding the convention examination scheme. 

This scheme, adopted from the Insurance Commissioners Asso- 
ciation, is a means whereby representatives from several state com- 
missions meet as a group to share work and cut state expenses in the 
examination of the books of large interstate security businesses. The 
get-together feature of the convention examination not only cuts 
expenses by combining what would otherwise be separate state ex- 
aminations but also provides an over-all appraisal of solvency, said 
te be an achievement impossible for the independent state examiner. 
The convention examination further encourages the maximum pos- 
sible uniform regulation; it encourages examination by “examiners 
of the same qualifications and according to the same standards ;” and 
it stimulates the exchange of ideas by the examiners.*° So satisfac- 
tory has the operation of this device proved that doubtless it will be 
applied again in the future. To date the convention examinations 
have been ‘limited to examination of open-end investment com- 
panies.*1 Their very size rendered independent state examinations 
difficult. In 1936 it is estimated that the assets of these companies 
totalled four and one-half billions of dollars ;42 and their business 
was of course nationwide. Then, too, these companies appeal pri- 
marily to the small investor, dear to the heart of the Association. 
After some study the S.E.C. concluded that for the small investor, 
the average investment company over a period of years did neither 
better nor worse than an individual alone would have done specu- 
lating on the basis of the Standard Statistics Company Index of 
90 Common Stocks.** And, furthermore, some investment companies 
take a relatively large percentage of the small investor’s original 
investment through service charges as compensation for the diversity 
of risk and skilled management offered, the additional cost to this 
small investor ranging from $150 to $225 on 100 shares at $25 per 





“The benefits of the convention examination scheme are summarized in 
addresses reported in the Proceedings of the Twenty-second Annual Convention 
of the N.A.S.C., 1939, pp. 155-162 and Proceedings of the Twenty-fourth Annual 
Convention of the N.A.S.C., 1941, pp. 209-215. 

“QOpen-end investment companies are defined as management investment 
companies which issue so-called “redeemable shares,” that is, shares which the 
holder can at his option compel the company to redeem at approximately their 
net asset value, as computed upon the basis of the quoted market prices of the 
underlying securities. Proceedings of the Twenty-third Annual Convention of the 
N.A.S.C., 1940, p. 141. 

“ Proceedings of the Twenty-second Annual Convention of the N.A.S.C., 
1939, p. 188. 
“7d. at 190. 




















July] SECURITIES REGULATION IN WISCONSIN 479 


share.** In 1940 the first convention examination pursuant to an 
Association resolution was made. It covered the Investors’ Syndi- 
cate, a corporation whose headquarters are located in Minnesota. 
The work of that first convention was judged highly successful. The 
second convention examination did not, however, fare so well. The 
commissioners had planned an examination of Fidelity Assurance 
Association, but a petition in bankruptcy was filed against the com- 
pany by the State of West Virginia some time previous to the open- 
ing date for the examination. At the present time the commissioners 
are engaged in another convention examination to be reported on at 
the 1942 convention. 

Congress passed the Investment Company Act of 1940 to force 
full disclosure by investment companies.** In the opinion of the 
Association, however, that act did not remove the need for state con- 
trol in the investment company field. The act, like the Securities Act 
of 1933, was essentially a disclosure law, while the state laws were 
primarily qualification laws. Although the Acting Director of the 
Investment Company Division of the S.E.C. recognized the distinc- 
tion, he requested that the Association cooperate in an effort to 
achieve what uniformity was possible within the bounds of federal 
and state laws. 

The Association performs one other principal educational func- 
tion in its stimulation of regional meetings. In these smaller regional 
meetings the Commissioners can meet more frequently and discuss 
important local problems more profitably than during the confusion 
of a convention. So, for example, the deputy commissioners of Wis- 
consin, Illinois and Iowa will meet several times a year to discuss 
some pressing local problem and determine what to do. 

The second important function performed by the Association is 
the enforcement of security laws through publication and communi- 
cation in the Blue Sky News of the names, the facts, and numbers 
of habitual violators.*® This also represents a cooperative endeavor 
of the state and federal authorities. In Washington the names of 
violators of both state and federal laws are kept on file in the Viola- 
tion Section, and this list is sent out to all state commissions, 





“Td. at 189. 

“Discussed at p. 109 et seqg., Proceedings of the Twenty-third Annual Con- 
vention of the N.A.S.C., 1940. 

“So, for example, the Wisconsin Department sends in the names of the state’s 
worst offenders. 
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The third function of the Association is lobbying. For example, 
in the formation of the Securities Act of 1933 the Minnesota Com- 
missioner claimed: “This Association . . ., knowing that there was a 
field of securities activities which could not be reached by state super- 
vision advocated the establishment of a national agency. . . . I be- 
lieve that the Act of 1933 was primarily the result of the activities of 
this body and other similar bodies. .. .”*7 There are, however, those 
who contend that it was rather “the activities” in terms of state 
inactivity which led up to the creation of the S.E.C. 

In the development of the National Association of Securities 
Dealers the Commissioners Association also played a part, and in 
1942 the Commissioners were sounding one another out preparatory, 
perhaps, to a group stand on the question of raising the present 
exemption in the Securities Act to $500,000. 

The fourth function of the Association lies in promoting uni- 
formity of legislation, of forms, and of licensing requirements for 
dealers and brokers. With respect to uniformity of legislation it has 
gotten nowhere. The practical difficulties of amending one state law 
to conform to another, to say nothing of forty-six others, are too 
great. Since licensing of dealers and brokers in the different states 
is largely within the realm of administrative control and accordingly 
is not circumscribed by specific statutory requirements, the Commit- 
tee on Uniformity and Licensing of Dealers and Brokers has made 
as yet only tentative steps toward any uniform procedure. 

On the other hand, the drive for uniformity of qualification forms 
has achieved marked success. The need here is obvious, for if there 
were uniformity not only could security underwriters save them- 
selves a tremendous amount of money and time, but the Commission- 
ers could have their work greatly facilitated. The first efforts at 
uniformity failed in 1939 when the Committee on Coordination and 
Uniformity was disbanded after having succeeded in winning over 
only four states to the rather complex form it had proposed. In 1940 
a new committee with new life was selected under the leadership of 
Vern Zeller of the Wisconsin Securities Department. The final 
qualification form offered after intensive work by the committee was 
designed only for securities to be registered under the Federal Se- 
curities Act of 1933 and ones which must be qualified under state law 
otherwise than by notification.‘ Securities which are registerable but 





“ Proceedings of the Nineteenth Annual Convention of the N.A.S.C., 1936, 
p. 46. 
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which present special problems are excepted. The suggested form 
can be used in eighteen states. With additional exhibits it can be 
used in every state in the union except the seven states not requiring 
registration. The issuer or applicant in these other states must, how- 
ever, consult the attached appendix to see whether any additional 
exhibits are required. The new uniform qualifications form has 
already been accepted by fourteen states; it represents one of the 
most intelligent and useful pieces of work yet accomplished by the 
Association. 


(c) Relations between the Wisconsin Department of Se- 
curities and the S.E.C. 


Mr. Kennedy’s article infra describes the constructive and exten- 
sive cooperation between the S.E.C. and the Wisconsin Department. 
While statistical proof cannot be had, it seems clear that the work of 
the Wisconsin Department would be very greatly increased, and that 
its staff would have to be materially enlarged, if the S.E.C. were to 
cease functioning. There is in practice no real duplication or over- 
lapping of work, and the relationship between the two agencies 
illustrates how fruitfully federal and state controls, when wisely 
designed, can co-exist in the same field. 


(d) Relations with those regulated and their organizations 


Mrs. Marshall’s article infra on the history of the Wisconsin Law 
describes how frequently the Department, through informal confer- 
ences, correspondence and meetings, seeks the advice and view-point 
of dealers in connection with the drafting of rules and statutory 
amendments. There can be no doubt that the reputable dealers are 
in favor of the strict controls laid down by the law and the Depart- 
ment’s rules, and that they are glad to help in maintaining the effec- 
tiveness of the regulatory scheme. This is one case in which the 
natural desire of competitors to reduce each other’s numbers prob- 
ably works in the public interest. 

The Department’s relations with the National Association of Se- 
curity Dealers are particularly worth noting. As more fully described 
infra in Mr. Grant’s article on the origin and work of the Associa- 
tion, it was organized under the Maloney Act of 1938, which in turn 
was brought into being through the collaboration of the S.E.C. and 
the dealers in an effort to find a practical method of policing the 
over-the-counter market. Comprising some 2900 dealers—about 90% 
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of all eligible to join—whose dues support a full-time staff, the Asso- 
ciation legislates rules of fair practice and enforces the legislation 
through business conduct committees armed with the sanctions of 
fines, suspension and expulsion. (Expulsion has a sting since non- 
members may not participate with members in underwriting and 
selling groups). 

The procedure before these committees is formalized in the inter- 
ests of due process. There are written complaints and answers, and 
hearings, held in the first instance by District Committees (or by 
local committees appointed by the District Committees. In these 
cases the local committees are like the trial examiners of an admin- 
istrative agency, reporting their findings and recommendations to the 
District Committees). Appeals from the District Committees may 
be taken to the Board of Governors and thence to the S.E.C., which 
may also, under the statute, review proceedings on its own initiative: 
a most extraordinary, and so far as I know a unique, blending of the 
functions of private and public regulatory bodies. 

The Wisconsin Department of Securities cooperates closely with 
the District Conduct Committee for this area and asks the Committee 
to take appropriate action in cases where the Department is suspicious 
of a dealer’s conduct but lacks evidence, or where the Department's 
statutory authority for action is inadequate, or where a dealer be- 
lieved to be engaged in improper practices is located outside Wis- 
consin and conducts his business in this state over the telephone and 
through correspondence. 


(4) The choice and exercise of sanctions 


Looking at the matter in the broadest and simplest fashion, one 
may say that the scheme of the Wisconsin Securities Act is one of 
licensing by an administrative agency (picking and choosing among 
securities, and among dealers and agents) backed up by criminal 
prohibitions. This is by no means the whole story for, as Mr. Liv- 
ingston’s article infra shows, the Act provides a number of other 
ways of affecting conduct: the power of the Department to conduct 
investigations, to subpoena witnesses and records and to administer 
oaths; the power of publicity (newspaper warnings to investors by 
the Department, for example, are expressly authorized) ;*% injunc- 
tion suits (by the Department or the district attorney or the attorney 
general) ; the right of investors to avoid, by a summary civil pro- 





“By Wis. Stat. (1941) §189.17(6). 
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ceeding, sales made to them in violation of law or of the Depart- 
ment’s orders; and the right of the Department itself in certain cir- 
cumstances to make repurchase offers to investors in the name of the 
vendor. 

It is interesting to note from Mr. Livingston’s article that of all 
these varied sanctions, criminal prosecution is the only one which 
has been appreciably used, and that when used it has not always 
proved satisfactory to the Department, either because of the inexperi- 
ence of district attorneys or the lenience of the judges or both. For 
all practical purposes the Department’s orders and rules are obeyed 
without question, and suffice to police the law. To what extent this 
may be ascribed to the general respect in which the Department is 
held, or to the expense and delay and perhaps the unfavorable pub- 
licity attendant upon challenging its powers, or to the fear of prose- 
cution, or to the knowledge that the law is bristling not only with 
criminal prohibitions but with nearly every other type of sanction 
thus far invented, no one can say. The science of sanctions is still in 
its infancy. 

But this much seems clear. Increasingly the law is turning from 
primary reliance upon the adversary method of enforcing rights and 
duties to primary reliance upon the administrative—backed up ulti- 
mately by the older forms of proceedings, but having its own potency 
of accomplishment around the conference table where specialists in 
the application of a particular law may cause the will of the state to 
prevail in proportion to their own intelligence, sincerity of purpose 
and devotion to duty, as these are made apparent to the citizens with 
whom they deal. And this brings me to a closer examination of the 
informal processes, legislative and judicial, by which administrative 
agencies, as typified by the Department of Securities, discharge the 
major share of their responsibilities. 


II. INFORMAL EXERCISE OF LEGISLATIVE AND 
JupictaL Functions: THE UNPUBLISHED 
ComMMON LAw OF THE DEPARTMENT 


As has already been stated, nearly all the Department’s orders 
of a judicial or legislative character are arrived at in conference or 
by correspondence. Informal procedures of this sort constitute, in 
the words of the Attorney General’s Committee,*® “the vast bulk of 





“ (1941) Final Report of the Attorney General’s Committee on Adminis- 
trative Procedure, 35. 
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administrative adjudication and are truly the lifeblood of adminis- 
trative adjudication. No study of administrative procedure can be 
adequate if it fails to recognize this fact and focus attention upon 
improvement at these stages.” And, one may add, no legislative 
prescription calling for notice and hearing as conditions precedent to 
every order, which some critics of administrative procedure have 
demanded, would be either workable or desirable. The examples 
presently to be given, first in connection with registrations and 
secondly in connection with licenses, will, it is believed, abundantly 
sustain these conclusions. And thereafter, under the discussion of 
formal adjudication, it will be shown that the Department's practices 
are not wanting in due process of law. 


(1) Applications for Registration 


(a) Filing fees, and the securities to be 
covered by registration 


The statute’ requires a filing fee of $10, plus 50 cents for each 
$1,000 par value®! of the “entire authorized issue of securities for 
which registration of all or part is sought .. .” (the maximum fee 
being $140). 

Despite the words we have italicized, which imply that part of an 
authorized issue might be registered, the Department’s practice is to 
register the total amount authorized by the articles rather than the 
amount to be offered. Suppose, for example, that a corporation 
applies for registration, that its articles authorize it to issue 100,000 
shares of capital stock, and that it proposes to offer 10,000 shares to 
the public now. The Department would register the entire 100,000 
shares, but would limit the initial distribution to 10,000 shares. If 
three months later the corporation proposed to offer another 10,000 
shares to the public, it would simply apply to the Department for an 
amendment to the order of registration permitting 10,000 more 
shares to be issued. (A small fee, usually about $10, is charged by 
the Department to defray its expenses®* in checking a request for 
amendment, but a new filing fee is unnecessary.) 





” Wis. Stat. (1941) §189.29(2). 

"In the case of no par value securities, the same section of the statute 
provides that “the price at which it is proposed to issue or sell the same shall be 
deemed the par value for the purpose of computing the filing fee to be paid.” 

“There are detailed statutory provisions under which the “expense reasonably 
attributable to any investigation, including any examination, inspection, appraisal, 
or audit,” is to be borne by the applicant. Wis. Stat. (1941) §189.29(4). 
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Suppose that the articles of the corporation were later amended 
to authorize 200,000 shares; then even though the entire 100,000 
shares had not been sold to the public, the balance thereof could not 
be offered without a new registration. The Department in the first 
instance ordered registration on the basis of 100,000 shares out- 
standing in the hands of the public. The Department would have to 
determine the fairness of selling another 100,000 shares, for if the 
assets of the corporation were not increased proportionately, the 
value of the first 100,000 shares would be diluted. 


Suppose that the corporation by amendment changed the par 
value or in any other material way changed the unissued portion 
of the 100,000 shares. A new registration would be necessary, since 
in such cases the Department holds that the change makes a new 
security. 


On the other hand, if the articles of a corporation authorize the 
issuance of a particular security in such series and at such dividend 
rates and in such amounts as the board of directors may from time 
tu time determine, the Department’s practice is to register the entire 
authorized amount and require the corporation to ask for an amend- 
ment to the order of registration as each new series is offered to the 
public. Apparently the theory in this case is that the “blank stock” 
authorized by the articles is a single, continuing security to be filled 
in in certain respects by the directors, and that therefore the filling-in 
process does not create a new security. 


But wherever the change in the security is made by amendment 
to the articles, and is material, the Department is strict in its posi- 
tion that the security thus affected is a new one and that a new 
registration must be sought. For example, in Kingsbury Breweries 
Company the Department wrote counsel : 


This Department holds that the extension of the maturity 
date and reduction of the interest rate of an issue of notes or 
bonds constitutes the issue of new securities. 


Similarly, in the T. L. Smith Company the articles were amended, 
in the words of the issuer, “to provide for six shares of Common 
Stock of $1 par in place of each share of present stock without par 
value. The new stock will remain in the Voting Trust until the 
Voting Trust is terminated.” The issuer suggested “that an amend- 
ment to the present registration for Voting Trust Certificates can 
cover this situation. .. .” But the Department replied: 
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It seems to us that the present registration is not subject to 
amendment for the reason that the new Voting Trust Cer- 
tificates constitute a new and different security. Because of 
the fact that they represent interest in a new kind of common 
stock, a new registration becomes necessary. 


Despite the extremely broad definition of “security” in the stat- 
ute,°® questions occasionally arise as to whether a particular contract 
or instrument falls within the definition. For example, in Cutler- 
Hammer Inc. the Company proposed to set up a pension trust for 
its employees. After a conference with the Company’s attorney, the 
Deputy Director wrote him as follows: 


. it appeared from the discussion that less than 175 em- 

ployees of Cutler-Hammer will be affected and that an ap- 
proximate $20,000 per year payment by the employees is 
involved. 
Without setting forth in detail the various considerations, most 
of which you and the writer went over in our conference, we 
have come to the conclusion that the inclusion of the words 
“investment contract” in the definition of “security” precludes 
us from the viewpoint that the execution of the plan and trust 
is not the sale of a security. Registration must therefore be 
granted before the actual execution of the plan and trust. 
It will not, however, be necessary to file all the various state- 
ments and documents usually required. Copies of the plan and 
trust together with information as to the amount of funds, 
etc., involved should be included with the application for regis- 
tration. 


In Illinois Commercial Telephone Company the question was 
whether certain subscription receipts should be registered under the 
peculiar circumstances of the case. The issuer’s representative wrote 
the Department as follows: 


. .. A problem has arisen relative to the stock about which 
I would like an expression of opinion from you based on your 


— 





®«“ ‘Security’ includes any stock, treasury stock, bond, note debenture or 
evidence of indebtedness; any interest, share or participation in any profits, earn- 
ings, profit-sharing agreement, property, lease-hold, royalty, patent right, copy- 
right, trade mark, process, formula or oil, gas or other mineral right; any collat- 
era! trust certificate, preorganization certificate or subscription, transferable share, 
investment contract, voting trust certificate, certificate of deposit for a security, 
or any membership in a corporation without capital stock; any certificate of 
interest or of participation in, temporary or interim certificate for, receipt for, 
guaranty of, or warrant or right to subscribe to or purchase any of the foregoing; 
and without limitation by reason of the foregoing any instrument commonly 
known as a security. The term ‘stock’ includes shares of beneficial interest in a 
business trust, as well as all other securities commonly known as stock.” Wis. STAT. 
(1941) §$189.02(1). 
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new statute. Due to certain provisions of the company’s arti- 
cles of incorporation the outstanding $6 Cumulative Preferred 
Stock must be redeemed before the articles of incorporation 
can be amended to provide for the authorization of the new 
$5 Cumulative Preferred Stock. ... Since the new $5 Cumu- 
lative Preferred Stock cannot be issued until approximately 
thirty days after the call notice on the old $6 Cumulative Pre- 
ferred Stock is issued, registered subscription receipts will be 
issued by the company and delivered to the underwriters 
against payment therefor at the time of initial delivery. These 
subscription receipts will be exchangeable on or after Decem- 
ber 15th for definitive certificates for $5 Cumulative Preferred 
Stock. Thus, technically, the underwriters and dealers will be 
offering at the first instance subscription receipts for the new 
stock and not the new stock itself. 

While we believe that the existence of the subscription re- 
ceipts does not under your statute require the burdensome 
technicality of filing two applications for registration, one for 
the stock and one for the subscription receipts, nevertheless 
we would appreciate it if you would confirm our opinion that 
a single filing is sufficient to permit the sale of both the stock 
and the subscription receipts therefor. 


The Department replied: 


... At the time of offering the Subscription Receipts there 
will be no $5 Cumulative Preferred Stock authorized and it is 
possible, although not probable, that no such will ever be au- 
thorized. 

In a parallel case a few months ago our legal staff ruled that 
the securities which are to be sold are the Subscription Re- 
ceipts and not the stock which may be exchanged for such 
receipts in the event such stock will be authorized. It was also 
held that securities which have no existence cannot be regis- 
tered under the Wisconsin Securities Law. It will therefore 
be necessary to register the Subscription Receipts in order to 
make them eligible for sale in this state. 

The section of the Wisconsin Securities Law relating to sales 
of securities prior to registration®* limits such securities to 
evidences of debt, preferred stock and common stock. Sub- 
scription Receipts may not be sold prior to registration. 

If Subscription Receipts have been registered it will not be 
necessary to register the stock for which the same are to be 
exchanged in order to effect such exchange. It will, how- 
ever, be necessary to register the $5 Cumulative Preferred 
Stock if any sales or resales of such stock are to be made in 
this state by the issuer or by any licensed dealer as principal 











“Wis. Strat. (1941) §189.09. i as 
 Wyrs, Stat. (1941) §189.07(13) would permit this. 
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unless the same meets the standard for sale by notification.5* 
It appears that the $5 Cumulative Preferred Stock will meet 
the standards for sale prior to registration. 

It also appears that the $5 Cumulative Preferred Stock will 
meet the income standards for sale upon notification. . . 


(b) Issuers not yet incorporated or 
not fully organized 


Save in the case of certain exempt transactions,*’ the statute pro- 
vides that pre-incorporation subscriptions are not binding and that 
no payments thereon shall be accepted until the securities have been 
registered and the subscriptions have been ratified in accordance 
with the terms and conditions of registration.°* As has already been 
indicated, this provision seems frequently to be overlooked by issuers 
and their counsel. Application for registration may be made, accord- 
ing to the statute,®® by the promoters in the name and on behalf of 
the corporation to be, but the Department has ruled that the security 
may not actually be registered until the issuer has been brought into 
existence by the filing and recording of its articles. Thereafter the 
security may be registered, but if when the order of registration is 
made the corporation has not been fully organized, the Department’s 
practice, by appropriate entries in the registration order, is to require 
the issuer to submit: 


(a) The opinion of an attorney to the effect that all things 
required by statute to complete the organizaion of the issuer 
as a corporation have been done and performed and that the 
issuer as such is in position to do business with others than 
its members. 

(b) The names and addresses of each officer and director, 
together with a schedule disclosing the salaries to be paid to 
officers as such for the ensuing year. 

(c) Letters of reference furnished by banks or responsible 
firms for each officer and director. 

(d) A certificate signed by each officer and director of the 
issuer to the effect that he has carefully read a copy of the 
application for this registration and that the representations 
made therein are correct and true to the best of his knowledge 
and belief. 


“For sales by notification see note 30 supra. 

™ Contained in Wis. Stat. (1941) $189.07. 

Wis. Stat. (1941) §189.13(10). 

” Ibid. 

Under Wis. Star. (1941) §189.06(4), a corporation “shall not transact 
business with any others than its members until one-half of its capital stock shall 
have been subscribed and one-fifth of its authorized capital actually paid in.” 
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(e) A cerificate signed by each officer and director of the 
issuer to the effect that he has carefully read all of the provi- 
sions and conditions of this order of registration. 


(f) A copy of its by-laws shall be submitted by the issuer 
certified by its president and by its secretary. 


(c) Issuers with deficits or poor 
financial chances 


The Department, except under special circumstances to be noted 
presently, does not permit a going concern with a deficit to seil 
securities in Wisconsin. In determining whether or not the company 
has a deficit, the Department goes over the balance sheet carefully 
to determine the fairness of the items listed as assets. It does not, 
for example, permit good will to be an sset unless it has been pur- 
chased from another concern. Organization expense, if under 15% 
of the outstanding capital stock,® is allowed as an asset to a relatively 
new concern. Otherwise it is charged off against surplus. 

The Department—again with certain exceptions to be noted— 
will not register securities where a concern has suffered repeated 
operating losses for the past several years or shows a deficit, or where 
the prospects for success of a new venture are not good. 

The Departinent, however, has applied these rules in a common- 
sense fashion, and through its pragmatic approach has evolved a 
method of permitting registration of the security issues of financially 
deficient or unpromising issuers by limiting the sales, where good 
reason is shown, to interested individuals who wish and can afford to 
take the risk. A few examples will illustrate the nature and extent 
of this policy. 

The Del Norte Company owned redwood timber lands in Cali- 
fornia. It showed annual operating losses. The Department thought 
it unfair to permit the sale to the general public of corporate notes, 
whose proceeds were to be used to pay back taxes. The sale was 
limited to persons owning ten or more shares of the Company’s pre- 
ferred stock or $1000 or more principal amount of its debentures. 
Registration was limited to the original sale of the notes, and resales 
were prohibited. 

In Black Hawk Consolidated Mines Company sales were limited 
to the bondholders and other creditors who were to receive the 
securities on account of their claims. In Cranberry Canners sales 





“See the Department’s Rule Number 10 infra, under the next subdivision (d). 
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were limited to Wisconsin cranberry growers. The Department be- 
lieved that the only value of the stock was to cranberry growers who, 
by owning it, acquired the right to ship berries to the company for 
processing and marketing. 

Occasionally sales are limited to persons not directly connected 
with the issuer but who can afford to “kiss the money goodbye.” 
Thus in La Crosse Baseball Association the issuer’s baseball team 
had won the pennant in its league the previous year, but it neverthe- 
less showed an operating loss, and the Department wasn’t convinced 
that it would ever prove to be a successful business venture ; accord- 
ingly the initial distribution of shares was limited to persons who 
could afford to donate the amount of their purchases to the issuer 
and who should consider their purchases to be donations rather than 
investments. A similar condition was made in the order of registra- 
tion of the securities of Milwaukee County Athletic Association, 
Inc., proprietor of a professional football team. And in Medford 
Brewery Company the Department wrote the issuer as follows: 


The public service commission and the banking commission 
who operated the former Securities Division have made ex- 
ceptions . . . in cases where the citizens of a community have 
agreed to raise a certain amount of money for the purpose of 
inducing a new enterprise to locate in their city with the 
understanding that a certain number of unemployed persons 
will be given employment. This Department has also followed 
this practice and has not refused registration of securities, the 
registration of which would have to be denied if the same were 
to constitute an ordinary sale to the public. 
In order to establish that any sale of securities is a community 
proposition, we should have letters to that effect from the 
Assn. of Commerce and from public officials of the commu- 
nity. Each purchaser of such securities must be advised that 
he is making a donation rather than an investment and that 
the security which he receives merely represents a possibility 
and not a probability. Such securities may be sold only to 
business men who expect to be benefitted by added business 
due to increased purchasing power of persons residing in the 
community. 

Since sales by issuers in violation of the Department’s orders are 
voidable by the purchasers,®* and are also criminal acts,®* it would 
seem that no issuer could afford to make any sales under orders of 
the type last described without procuring from each purchaser a 





@ Wis. Stat. (1941) §$189.18(1). 
“Wis. Stat. (1941) $189.19(1). 
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receipt acknowledging that he viewed his purchase as a donation 
rather than an investment. (And in the Medford Brewery case he 
probably should also describe himself as a business man who expects 
to be benefitted, etc.) Even where sales are limited to identifiable 
people, such as stockholders or creditors, it would seem prudent to 
have the receipts set forth their status in order to avoid any possible 
questions later on. 


(d) Commissions and other expenses 
of issuance 


Rule 10 of the Department (one of the few published rules, 
enacted pursuant to the authority contained in section 189.17) pro- 
vides as follows: 


The aggregate of commissions, compensation, or under- 
writer’s discounts, and all other expenses, including statutory 
fees, paid or payable by the issuer in connection with the regis- 
tration and sale of securities . . . shall at all times be reason- 
able and in no event exceed 15 per cent of the selling price of 
the security. (Italics ours). 


Sometimes promoters or underwriters are compensated in part 
by warrants to subscribe for stock at a certain figure. The question 
then arises as to how these warrants are to be valued for the purpose 
of applying the 15% rule quoted above. The Department has taken 
a firm position in this matter which can best be understood by the 
following extract from a letter to a promoter (italics ours) : 


We note that in your proposed set-up you are to receive $5 a 
share plus the fact that there will be other expenses in con- 
nection with the registration and the sale of the stock and that 
you also have as part of your compensation the right to buy 
5,000 shares of common stock at what I suppose is the same 
figure that the preferred stockholders will have the right to 
buy by virtue of the warrant to be attached to the preferred 
stock. You recognize the fact that we have a limitation of 
15% in relation to the issuance of new securities. This 15% 
covers commissions and expenses of issuing securities. When- 
ever the factor of warrants enter into the commissions being 
paid, it places an unknown value on the cost of financing, and 
we have in all cases in the past construed the fact that the 
warrants must have some value and that value could easily be 
in excess of the 15%, and have therefore denied registration 
statements where there exist as part compensation the issuance 
of warrants. You realize the tremendous leverage that would 
exist in this company if this present financing took place 
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whereby only a very small increase in earnings would have to 
be necessary to give a tremendous value to the common stock 
of the company. 


(e) Determining a fair selling 
price for securities 


Section 189.17(1) provides that in any order of registration the 
Department “may, among other things, fix the price at which the 
securities may be sold. .. .” In practice the Departments rarely if 
ever fixes the price itself (except in a purely formal sense by speci- 
fication of the price in the order of registration). In the application 
for registration the proposed selling price must be stated, and in the 
cases we examined the Department limited itself either to approving 
the price so stated, or disapproving it and denying registration, or 
questioning its basis where the price was to be “at market.” Ex- 
amples of each of these three types of cases will now be given. 


In Insurance Investment Company a preferred stockholder of the 
issuer wrote to the Department complaining that he could not get 
$100 for his stock—the price specified in the order of registration; 
and he wanted to know how such a price had come to be. The De- 
partment replied: 


. . . Small companies that are being financed through the sale 
of stock must obviously pay more for their capital since the 
market for their securities will not be as broad as the market 
for securities having wider geographic distribution and being 
outstanding in greater amount. This appears to be the situa- 
tion existing in the case of Insurance Investment Company. 
Obviously when we recently registered additional stock of this 
company we took cognizance of the fact that there would be 
little or no market for the stock after it had been distributed. 
We also satisfied ourselves that the offering price of $100 
was a fair offering price in view of the fact that the assets 
were considerably in excess of that amount and in view of the 
fact that as preferred stock it had first call upon such assets 
in case of liquidation or dissolution. We also took into con- 
sideration the reputation of the people that are operating this 
company and we took into consideration that the company is 
under the supervision and is frequently checked by the Insur- 
ance commission of Wisconsin. 


In Seneca Falls Machine Company the sale was to be by a group 


of stockholders through an underwriter, who was proposing to buy 
at $4.00 per share and sell at $5.00. Six months earlier the book 
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value had been $1.89 and the Company’s recent earning history left 


something to be desired. The Department wrote the underwriter as 


follows: 


We have made an examination of the application. ... A study 
of this examination and of the past financial record of the 
company causes us to seriously question the propriety of offer- 
ing the stock to the public at this time by the selling stock- 
holders. Information contained in the prospectus causes us to 
feel that the stock is over-priced, plus the fact that we, as 
stated above, question the propriety of unloading this stock on 
the public at the price indicated. 

It is our conclusion that we had best offer you an opportunity 
at this time to withdraw the application. If, however, you de- 
sire to carry on your attempt to register the stock, we would 
suggest that you so inform us so that we may issue a denial of 
the application, which will give you the legal right to proceed 
with a hearing in regard to the registration of the stock. 


Incidentally the last paragraph shows the interaction of formal 


and informal procedures: the applicant is offered the latter but may 


have the former if he insists. 


In Independent Eastern Torpedo Company the Department 
wrote : 


We note that the stock is to be sold at the market price. Unless 
it can be shown that there is enough trading in the stock to 
constitute a free market, we do not feel that the term market 
would have any definite meaning. Will you kindly have the 
applicant submit whatever evidence it may have to the effect 
that there is a free market for the sale of the stock. 


({) Requirements with respect 
to preferred stock 


The Department disapproves the issuance of any preferred stock 


by a new corporation without an established earning record. The 


policy has been thus stated to an underwriter: 








The new corporation has not been in business for two or more 
years and consequently has not demonstrated that it has an 
established business sufficient to earn net profits which justify 
the sale of preferred stock to the public. ... 

Unless a company has first demonstrated that it has an estab- 
lished business which enables it to operate at a profit and that 
its future prospects are such that it is likely to continue to 
operate its business at a profit, the sale of a class of stock 
which is limited as to dividends would constitute an unfair 
and inequitable plan of financing. The risks going with a new 
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business should be taken by holders of common stock which 

is not limited as to dividends in case the venture should prove 

to be successful. After a new business has demonstrated its 

ability to earn a reasonable profit it will first be in a position 

to issue a preferred stock. 

This clear-cut ruling is undoubtedly within the Department's 
powers, though it may come with something of a shock to members 
of the bar to learn that preferred stock issues of new corporations 
are banned so completely by the Department. The rule had in fact 
been earlier stated (in 1937) by the Public Service Commission, 
a predecessor of the Department, as follows: 


We believe we should inform you at this time, that, as we 
have interpreted Sec. 189.07 of our statutes, the sale of pre- 
ferred stock by a corporation is an unfair and inequitable plan 
of financing unless the corporation has an established earning 
record for a period of years which demonstrates its ability to 
earn the dividends on the preferred stock to be outstanding, 
nor unless there is an adequate cushion of common stock. 


It will be noted from the foregoing that the Public Service Com- 
mission called for an established earning record “for a period of 
years”, and that the Department specified “two or more years”. In 
the case of a reorganized company these prescriptions have been re- 
laxed, as the following letter from the Department to counsel for a 
reorganized issuer will show: 


. . « The question that you asked was whether or not there 
are any rules or regulations that would prohibit the registra- 
tion of an issue of preferred stock of a company that has 
been reorganized and had only a record of earnings for one 
year. 

It is our conclusion that if at the time of application for 

registration sufficient earnings actually have been in existence 

and that the products manufactured and sold by the company 
had a legitimate market, the application could not be de- 
nied. ... 

As stated above by the Public Service Commission, to justify an 
issue of preferred stock, there must not only be an established earn- 
ing record but “an adequate cushion of common stock”. Just what 
would constitute an “adequate cushion” would of course depend upon 
the particular facts.“ In Fox River Paper Co. the Department 


wrote: 





“ Wis. Star. (1941) §189.13(1)(d) provides that “the class of securities for 
which registration is sought ‘must bear’ a reasonable proportion to other classes 
of securities and to the fair value of the property and business, due consideration 
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It is noteworthy to point out that on the basis of the pro 
forma balance sheet furnished, funded debt and preferred 
stock would constitute better than 75% of the capitalization 
of this company. This is particularly excessive in view of the 
fact that a substantial part of the present equity has been made 
up by non-recurring profits realized by cancellation of pre- 


ferred stock. 

As this last statement indicates, a preferred stock set-up dis- 
approved by the Department may result in a refusal to register a 
junior issue, even though the preferred is outstanding and registra- 
tion thereof is not sought. A mere legal error in the preferred stock 
provisions may have the same result since, as has previously been 
pointed out, registration may be denied if there is any legal defect 
in the articles of incorporation. It may be worth while to set forth 
here an object lesson of this sort, partly because it illustrates the 
extreme necessity, in corporate draftsmanship, of never-ceasing ref- 
erence to the governing statutes, and partly because it illustrates the 
practical helpfulness of the Department in finding ways out of im- 
passes. The object lesson is as follows: 


A company with preferred and common stock outstanding sought 
to register an additional issue of common stock. The articles of 
incorporation provided for payment to the preferred, upon dissolu- 
tion, of par plus a premium, before the common should receive any- 
thing. Section 182.13(1) of the statutes forbids such a premium— 
an unusual provision amd one which in this case escaped the attention 
of a well-known law firm. The Department, because of this defect, 
at first refused to register the common stock. To meet the Depart- 
ment’s objections, the stockholders adopted a resolution stating that 
the issuer would not voluntarily liquidate, that it was gradually re- 
ducing the amount of outstanding preferred, and that soon none 
would be outstanding. The attorney for the issuer also pointed out 
that the Secretary of State had received the Articles for filing and 
that the Department in 1926 had not objected to them on a previous 
application for registration. To this the Department replied : 


We believe you will agree with us that it is not reasonable to 
expect that because the error in the wording of the liquidation 








being given to the nature of the business, its earnings, its credit and prospects, the 
possibility that the fair value of the property and business may change from time 
to time, the effect which the issue of such securities may have on the management 
and operation of the business by reason of the relative amount of financial interest 
which the various classes of security holders will have in the business, and to 
other relevant matters.” 
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provision of the Articles of Incorporation was not discovered 
in 1926 it should be ignored at this time. The examiner of the 
Securities Division who had charge of the application to which 
you refer relied on the attorney’s opinion submitted with the 
application as to the legality of the issue. 


In view of 


(a) The assurance by the stockholders of the issuer to the 
effect that there will be no payment of premiums on preferred 
stock in case of liquidation in violation of the statutes of this 
state, which assurance has been submitted to this Department 
in the form of a resolution. . . . 


(b) The possibility that the issuer will carry out its plan for 
the retirement of its preferred stock, 

this Department feels that the outstanding common stock may 
be registered at this time. 


(g) Requirements with respect to 
corporate obligations and indentures 


The statutory requirements here are somewhat elaborate and 
technical. They need, however, to be noted briefly in order to appre- 
ciate what the Department has added. Chief among them are the 
following. The Department may (if it deems it “appropriate in the 
public interest or for the protection of investors’) require corporate 
obligations to be issued under a trust indenture, with one or more 
trustees at least one of whom, save in exceptional cases of hardship, 
must be a corporate trustee.** This indenture (and every indenture 
whether ordered by the Department or not) must contain certain 
provisions enumerated in section 315 of the federal trust indenture 
act of 1939.8" These provisions define in much detail the duties and 





“Per Wis. Star. (1941) $189.13(4). Rule Number 13, General Order No. 10 
(effective Septmber 3, 1941) provides that evidences of debt of domestic corpora- 
tions organized for educational, benevolent, charitable, religious or*reformative 
purposes, which may be sold without registration under §§189.06(7) and 189.13, 
must be issued under such an indenture. 

* Id., §189.13(4) (a). 

"Td.; and the indenture shall, in addition, “be in such form and of such 
content as may be necessary or appropriate in the public interest or for the pro- 
tection of investors. . . .” The federal act is 53 Srat. 1149 (1939), 15 U.S.C. 
$§77aaa to 77bbb (1940). The section 315 (53 Srar. 1149, 1171; 15 U.S.C. 
$77000) mentioned in the Wisconsin statute, with which Wisconsin indentures 
must comply, provides among other things: 

(1) that the indenture shall contain provisions requiring the trustee to exam- 
ine the evidence furnished pursuant to section 314 (reports by the obligor to 
the trustee containing evidence of compliance with the provisions of the 
indenture, certain annual financial reports, evidence of the fair value of the 
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responsibilities of trustees. The principal effect is to eliminate the 
exculpatory clauses which were so recklessly expanded in the twen- 
ties, and to require trustees to take certain positive steps in case of 
default, with “the same degree of care and skill in their exercise, as 
a prudent man would exercise or use under the circumstances in the 
conduct of his own affairs.” The Wisconsin statute makes further 
’ use of the federal act by providing that trustees with conflicting 
interests must remove the conflicts or resign, and that the definition 
of conflicting interests shall be that contained in the federal act.** The 
federal definition is a stringent and complex one. 





property secured, if any,) to determine whether such evidence conforms to 
the requirements of the indenture; 
(2) that the indenture shall contain provisions requiring the trustee to notify 
security holders of all defaults known to the trustee, within ninety days after 
the occurrence thereof; provided that the indenture may provide that, in the 
case of a default the trustee may withhold such information, if in good faith 
the trustee determines that withholding such information is in the interests 
of the security holders; 

(3) the indenture shall contain provisions requiring the trustee, in case of 

default, to exercise such of the rights vested in the trustee by the indenture, 

and with the same care in their exercise, as a prudent man would exercise in 
the conduct of his own affairs; 

(4) the indenture shall not contain any provisions relieving the trustee from 

liability for negligent action or failure to act, except that— 

(a) the indenture may contain provisions protecting the trustee from 
liability for any error of judgment made in good faith, unless it shall be 
proved that the trustee was negligent in ascertaining the pertinent 
facts 

(b) the indenture may contain provisions protecting the trustee with 
respect to any action taken by the trustee in good faith in accordance 
with the direction of the holders of a majority in principal amount of 
the securities outstanding relating to the time, method, and place of 
exercising any power conferred upon the trustee under the indenture. 

(5) the indenture may contain provisions to the effect that all parties thereto, 
including the security holders, agree that the court may require, in any suit 
for the enforcement of any right under the indenture, or in any suit against 
the trustee for action taken by it as trustee, the filing by any party litigant 
of an undertaking to pay the costs of such suit, having due regard to the 
good faith of the claims or defenses made by such party litigant: Provided, 
that the provisions of this subsection shall not apply to any suit instituted 
by the trustee, to any suit instituted by holders of 10% or more in principal 
amount of the securities outstanding, or to any suit instituted by any security 
holder for the payment of principal or interest on or after the due dates 
expressed in the security. 

* Wis. Strat. (1941) §189.13(4) (d). 

It is contained in section 310(b) (1) to (9) of the federal act (53 Srar. 1149, 
1157; 15 U.S.C. §77jjj(b), and provides that the trustee has a conflicting inter- 
est if 

(1) such trustee is trustee under another indenture under which any other 

securities of an obligor upon the indenture securities are outstanding unless 

(there follow three exceptions) ; 

(2) such trustee or any of its directors or executive officers is an obligor upon 

the indenture securities or an underwriter for such obligor; 

(3) such trustee is in a control relationship with the obligor or an under- 

writer for such obligor; 

(4) such trustee or any of its executive officers is a director, officer, partner, 
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It will be seen from the foregoing that even in the case of a local 
bond issue to be sold exclusively within the state, the attorney for 
the issuer, if an indenture is either desired or ordered, will have to 
follow the federal act as well as the Wisconsin, and that the impinge- 
ment of the federal act results not from an expansion of federal 
power but from the voluntary adoption of the federal requirements 
by the state legislature. This is an interesting example of the inter- 
play of federal and state legislation, and it demonstrates the vitality 
and creativeness of the federal principle. 

The Wisconsin act does not, apart from the provisions just de- 
scribed, specify the covenants and other provisions which should go 
into an indenture. The act does lay down certain requirements where 
the proceeds of an issue are to be used for the construction or 
reconstruction of a building on mortgaged land (e.g. a completion 
bond, ample provision for financing the work, etc.)™; but these 
requirements, while important, help but little toward the drafting of 
a proper indenture. This is not the place for a discussion of the 
standard provisions which an indenture should contain. But it may 





employee, appointee, or representative of an obligor upon the indenture 
securities, or of an underwriter (other than the trustee itself) for such an 
obligor who is currently engaged in the business of underwriting, except that 
(there follow 3 exceptions) ; 

(5) 10% or more of the voting securities of such trustee is beneficially owned 
either by an obligor upon the indenture securities or by any director, partner, 
or executive officer thereof, or 20% or more of such voting securities is bene- 
ficially owned by any two or more of such persons; or 10% or more of the 
voting securities of such trustee is beneficially owned either by an under- 
writer for any such obligor or by any director, partner, or executive officer 
thereof, or is beneficially owned, collectively, by amy two or more of such 
Persons ; 

(6) such trustee is the beneficial owner of, or holds as collateral security for 
an obligation which is in default, 5% or more of the voting securities, or 
10% or more of any other class of security, of an obligor upon the indenture 
securities ; 

(7) such trustee is the beneficial owner of, or holds as collateral security for 
an obligation which is in default, 5% or more of the voting securities of any 
person who, to the knowledge of the trustee, owns 10% or more of the 
voting securities of, or is in a control relationship with, an obligor upon the 
indenture securities; 

(8) such trustee is the beneficial owner of, or holds as collateral security for 
an obligation which is in default, 10% or more of any class of security of any 
person who, to the knowledge of the trustee, owns 50% or more of the 
voting securities of an obligor upon the indenture securities; or 

(9) such trustee owns, on May 15 in any calendar year, in the capacity of 
executor, administrator, testamentary or inter vivos trustee, guardian, com- 
mittee or conservator, or in any other similar capacity, an aggregate of 25% 
or more of any class of securities, of any person, the beneficial ownership of 
a specified percentage of which would have constituted a conflicting interest 
under paragraph (6), (7), or (8) of this subsection. 

Wis. Stat. (1941) $189.13(5). 
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be helpful to note some of the clauses which the Department has in 
the past advised or insisted upon. 


1. The provisions of the federal trust indenture act referred to in 
the Wisconsin statute should be set forth in full in the indenture, and 
should not be embodied by reference. In Manitowoc Hotel Cor- 
poration the Department said: 


We feel that the instrument should contain all of the provi- 
sions, so that any interested party reading the same does not 
have to refer to some law, either federal or state, in order to 
ascertain its provisions. 


2. Execution clause. The following instructions were issued in 
Watertown Industrial Realty Company : 


Attached to page 10 of the indenture we find an insert reading 
as follows: 


“All bonds shall be executed by the president and secretary 
of the mortgagor corporation and shall bear the corporate 
seal of said corporation.” 


It is probable that it is the intention to have the coupons bear 
the engraved facsimile signature of the first treasurer of the 
company. It is also probable that the issuer will have a num- 
ber of bonds prepared in addition to the $20,000 aggregate 
principal amount so as to have some bonds on hand for the 
purpose of replacing mutilated or lost bonds. It might be well 
for these reasons to add to the provision in question words 
substantially as follows: 


‘In case any of the officers of the company who shall have 
signed or sealed any of the bonds shall cease to be such 
officer before the bonds so sealed shall actually have been 
authenticated and delivered by the trustee or issued by the 
company, such bonds nevertheless may be authenticated 
and issued with the same force and effect as though the 
person or persons who signed and sealed such bonds had 
not ceased to be such officers of the company; and also 
any such bonds may be signed and sealed on behalf of the 
company by such persons as at the actual date of the 
execution of such bonds shall be the proper officers of the 
company. .. .” 


3. Provision for an indemnity bond to be given in the case of a 
lost or destroyed bond. In Oswego Land Company the Department 
said : 

We believe that the indemnity bond to be issued should be 


satisfactory to the company as well as to the trustee and that 
it might be well to follow the statute on lost securities. 
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4. Provision for exchange of denominations. In the Watertown 
issue supra the Department said: 


In case the bonds are to be issued in several denominations 
you may wish to insert a provision giving holders of bonds 
the privilege of exchanging bonds of one denomination for 
bonds of different denominations. There should also then be 
a provision requiring cancellation of bonds exchanged for 
bonds of other denominations. 


5. The following covenants of the corporation which in the Mani- 
towoc issue, supra, were omitted should, the Department said, be 
included. The corporation covenants that it: 


I. Will not suffer or permit any defaults to occur under 
the indenture but will faithfully observe and perform all 
the conditions, covenants and requirements hereof obli- 
gatory upon it. 


II. Will not directly or indirectly extend or assent to exten- 
sion of time for payment of any interest coupons or 
claims for interest, etc.; that in case the payment of any 
such interest shall be so extended such interest coupons 
in case of default shall be subordinated to all other inter- 
est coupons and bonds. 


III. Will not suffer any lien to be hereafter created or to 
exist upon the mortgaged and pledged property prior to 
the lien of this indenture, etc. 


IV. Will maintain in repair, working order and condition all 
property, appliances and equipment of the corporation 
subject to the lien of this indenture, used and useful in 
the carrying on of its business, and will make necessary 
replacements. 


V. Will maintain its corporate existence. 


VI. Will cause this indenture and all indentures or instru- 
ments supplemental hereto to be kept recorded and filed 
as a real estate mortgage in such place as may be re- 
quired by law in order fully to preserve and protect the 
security of the bondholders and all rights of the Trustee 
hereunder. 


VII. Will execute and deliver such further instruments and 
do such further acts, etc. 
6. As has been mentioned, the statute provides in substance that, 
save in exceptional instances of hardship, there must be at least one 
trustee in the person of a trust company or a bank having trust 
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powers." The Department requires that such an institution must 
have a combined capital and surplus of not less than $150,000, and 
that (save in the exceptional cases just referred to) the provision for 
a successor trustee must call for such an institution. (Manitowoc case 
supra). 


7. Where bonds are to be redeemed, the trustee should be re- 
quired to cancel or mutilate them, to prevent their circulation after 
payment. (Oswego case). 


8. Where a building is covered, there should be a clause for the 
disposition by the trustee of any insurance monies. In the Oswego 
case the Department said : 


We consider the insurance provision very material and could 
not accept an indenture where the Trustee has the right to 
apply all the proceeds from insurance to payment of bonds. 
We feel that this should be changed so that the issuing com- 
pany has some voice in the matter and that provision is made 
so that the building will not be left in such condition that it 
cannot be used after a fire. 


Accompanying the indenture must be the opinion of an attorney 
as to the legality of the issue and of the title to the property. In 
submitting such opinions counsel should be forewarned that the 
Department scrutinizes them with great care and expects in return 
the utmost care on the part of counsel. In a certain issue the De- 
partment wrote the underwriter that: 


Opinions by each of two attorneys have been submitted with 
the application relating to legality of issue and to title; one 


opinion by ...... dated October 1, 1941 and one opinion by 
Boaad dated October 10, 1941. 
a. According to the opinion of ...... there is an error in the 


description of the property in the indenture which is to be 
corrected by supplemental indenture. Correction of the error 
would change the description appearing in the indenture to 
correspond with the description appearing in the survey. 

b. According to the opinion of ...... the issuers of the bonds 
to be registered are the owners in fee of the real estate de- 
scribed in the indenture. 

In this connection we feel that we should advise you that we 
cannot be expected to continue to place confidence in the opin- 
ions of attorneys whose opinions as submitted to us have 
repeatedly shown gross carelessness in the ascertaining of 
facts upon which the same should be based. 





” Supra n. 66. 











502 WISCONSIN LAW REVIEW [Vol. 1942 


In the case of accountants the Department has gone even further: 
it maintains a list of those found to be untrustworthy, whose work 
the Department will not receive at all. 


(h) Impounding Agreements 


Since 1920, the Department, in a variety of cases, has required 
the proceeds of the sales of securities to be impounded with a bank 
under an agreement providing for the release of the funds to the 
issuer only when the conditions of the agreement have been met.” 
Such agreements have been required of foreign as well as of domestic 
issuers, with respect to the proceeds of Wisconsin sales. The types 
of cases calling for impounding agreements are as follows: 


(i) Issues of new corporations 


As has been stated, under the Wisconsin law a new corporation 
cannot commence business until one-half of its capital stock has been 
subscribed and 20% paid in. To ensure compliance with this provi- 
sion, the Department requires the proceeds to be impounded until 
the necessary subscriptions and payments have been received. 

But, as will be seen in the examples given under (iii) below, the 
Department frequently requires the impounding of more than the 
foregoing, depending upon the nature of the issuer’s undertaking 
and other factors. Indeed proceeds may be impounded until the 
entire issue is sold. 


(ii) Securities created by amendments of articles 


When a corporation increases its capital stock by amendment, 
the law provides** that the amendment shall not become effective 
until one-half of the capital stock, including the increase, has been 
subscribed and 20% paid in. Impounding is required here as in the 
case of original issues. 


(iii) Where the issuer needs a definite sum to meet a par- 
ticular need or before it can prudently begin operations. 


Some examples of this type of case are as follows. 


In Clam River Dam Company a new corporation was organized 
to build a small hydro-electric plant. Authorized capital consisted of 





™ Wis. Stat. (1941) §189.17(1) specifically authorizes the Department to do 
this, “under such terms and conditions as it may prescribe.” 
™ Wis. Stat. (1941) §180.10. 
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$55,000 par value. The Company had estimated that the proceeds 
from the sale of this stock, together with a bank loan which had been 
arranged, would be sufficient to construct the dam and commence 
operations. The company was anxious to begin construction of its 
dam as soon as possible, and accordingly submitted an impounding 
agreement permitting the release of funds as soon as the statutory 
50% had been subscribed and 20% paid in. The Department, how- 
ever, wrote the applicant’s attorney as follows: 


The impounding agreement is not sufficient, because we re- 
quire in a new venture such as this that the funds be tied up 
until payment for the entire amount of stock registered is in 
the hands of a trustee. In other words, we would not permit 
any of the funds to be released until the amount necessary to 
pay for the entire erection has been paid in. 


This case may serve as an object lesson in what may happen 
when the requirements of the law and the Department are not fully 
understood or complied with. Registration was delayed for nearly 
two and one-half months due to the Company’s failure to submit a 
satisfactory impounding agreement. Moreover, the Company, in its 
desire to begin operations and apparently in ignorance of the statute, 
had sold a portion of its stock prior to registration. In conformity 
with its practice in such cases (see ante, p. 463), the department 
required that the funds be not released until the Trustee should 
submit a letter stating that all subscriptions had been ratified after 
the order of registration had been made. The net effect of these 
mischances was that the funds were not released until nearly five 
months after the application for registration had been made. 


In Milwaukee County Athletic Association, Inc., application was 
made to sell stock aggregating $21,420 par value. The Department 
required proceeds to be impounded until $18,000 had been received 
from sales. Apparently ‘it considered that this amount was needed to 
put the issuer on its feet. The issuer had operated its football team 
at a loss the previous season and needed money to pay its creditors 
as well as for operating purposes. 


Similarly, in Gambill Distilling Company the Department re- 
quired the impounding of proceeds until $14,200 had been raised. 
This sum was needed to pay off creditors and to put the issuer in a 
position to begin bottling whisky. The Department gave the issuer 
four months within which to raise the necessary sum. 


In Fox River Paper Company the Department required impound- 
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ing of proceeds until $400,000 had been raised, $250,000 being needed 
for repayment of a loan and $150,000 to retire outstanding preferred 
stock. 


In Local Finance Company the Department required an im- 
pounding agreement which not only called for the raising of an 
amount specified by the banking commission, but also provided that 
the funds would not be released until the issuer had received a 
license from the commission. This case affords another example of 
the sort of inter-agency co-operation which we have previously noted 
as characteristic of the administrative process in Wisconsin. 


In Eau Claire Golf and Country Club the impounding agreement 
called for the raising of $12,500, substantially all of which was to 
Luy the golf club property. The issuer was given six months in 
which to comply. This time was later extended, and after ten months 
the funds were released. 


In Wisconsin Oil Refining Company the impounding agreement 
provided that funds would not be released until the entire issue of 
$1,000,000 of common stock had been subscribed and $850,000 of 
cash deposited. $150,000 representing expenses of sale, were not 
impounded. The required amount of cash was necessary for plant 
and equipment. Later when the issuer decided to build a smaller 
plant, the impounding agreement was modified so that the funds 
would be released after 550,000 shares had been subscribed and 
$297,500 in cash paid in. 


Where real estate is to be acquired, additional protective condi- 
tions may be inserted in the agreement, or in directions by the De- 
partment to the trustee under the agreement. Thus in Little Chute 
Business Men’s Association the Department instructed the trustee 
that the proceeds of the issue could be released only upon the condi- 
tion that: 


no expenditures will be made by you as trustee of the build- 
ing fund of Little Chute Business Men’s Assn. until there has 
been filed with you the opinion of an attorney at law as to 
title to the real estate to be acquired by Little Chute Business 
Men’s Assn. Inc. upon which the building is to be erected, and 
relying upon said opinion you will be satisfied that upon pay- 
ment for the said real estate Little Chute Business Men’s Assn. 
Inc. will receive a deed conveying to it a good, merchantable 
title to such real estate free and clear of liens. 
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Form of impounding agreement 


In Local Finance Company the Department sent the attorneys 


for the issuer a draft “suggestive of the contents of the agreement”, 
which, however, the Department said did not “necessarily represent 
the final wording of the agreement.” This draft, reproduced here as 


a guide to attorneys, is as follows: 








1. The parties of the first part covenant and agree that the 
proceeds from the sale of said capital stock, less ... per cent 
(...%) of the amount actually paid in cash on subscriptions 
therefor shall, immediately upon payment by the subscribers, 
be delivered to the party of the second part as trustee for said 
subscribers together with a statement setting forth the name 
and address of each person subscribing for said stock from 
whom any part of said money was received by the parties of 
the first part. 


2. The party of the second part covenants and agrees that he 
will at all times maintain a record of the names of subscribers 
for capital stock of said company and the amount of cash paid 
by each subscriber as such information is furnished him by the 
parties of the first part and that all money delivered to him by 
parties of the first part shall be deposited by him immediately 
Te cksbnecedeners (Bank or Trust Company) of ......... ; 
Wisconsin, in an account designated substantially as follows: 
“T, as trustee for subscribers for capital stock of X Y Z Co., 
a corporation.” 


3. The parties hereto covenant and agree that the proceeds 
from the sale of said stock shall not become the property of 
said X Y Z Co. or be subject to its debts, unless and until: 


(a) The party of the first part shall have received and 
exhibited to the party of the second part subscriptions for 
its capital stock in an amount not less than $...... to- 
gether with a certification by the president and secretary 
of the party of the first part to the effect that each of the 
subscriptions is a bona fide subscription and that in their 
opinion each is also a collectible subscription. In com- 
puting said amount of subscriptions the party of the second 
part shall not include any subscriptions which it knows, 
or in the exercise of ordinary care and diligence should 
know, are not bona fide or are not collectible even though 
certified so to be. 


(b) There shall have been deposited in the manner pro- 
vided in paragraph 2 hereof not less than $...... and 
that such money shall include only proceeds from the sale 
of said stock; and 
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(c) That evidence of compliance with (a) and (b) hereof, 
satisfactory to the Department of Securities shall have 
been filed with said Department; and 


(d) The Department of Securities shall, in writing author- 
ize and direct the party of the second part to release and 
pay all funds in his possession or custody subject to this 
agreement, to the X Y Z Co. 


4. The parties hereto further agree that, unles the require- 
ments of paragraph 3 of this agreement are fully performed 
and complied with within the time provided in the registration 
of said stock and such further time as the Department of Se- 
curities may in writing provide, upon the expiration of the 
time or times so provided, the party of the second part shall 
return to each of the subscribers for said stock the amount of 
money paid by said subscribers which has been deposited, as 
herein provided, and said money shall be the property of such 
subscriber free and clear of any and all claims of the parties 
hereto, the X Y Z Co., or of any creditors of either of them 
and said subscriptions shall be deemed ipso facto cancelled 
and said subscribers shall have no further liability to pay for 
the stock subscribed for therein. 


5. The parties hereto further agree that a duplicate original 
of this agreement, duly executed by the parties hereto, shall 
be filed with the Department of Securities as an exhibit of the 
application for registration of the capital stock of X Y Z Co., 
and the agreements herein shall be construed as representa- 
tions to said Department for the purpose of inducing such 
registration. 


(i) Escrow agreements 


In general, the Department requires that securities given in 
exchange for something with an intangible value should be held in 
escrow until the consideration has proved to have the worth origi- 
nally placed upon it. Thus in J. A. Baldwin Company, Inc., the 
Department required that 15,000 shares to be issued to an inventor 
for certain patent rights should be placed in escrow until the Com- 
pany had earned for three years within the next five years an equiva- 
lent of 8% on its outstanding common stock. 


There have been few such cases, however, and each has pre- 
sented peculiar facts which have been judged on their own merits. 
Moreover it is not clear how far the Department would go in re- 
quiring the tying up of securities under escrow agreements in cases 
where the party adversely affected thereby was unwilling to go 
through the deal on such a basis. Fortunately, perhaps, for the pro- 
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moters, inventors are notoriously optimistic so that arrangements 
of the sort made in the Baldwin case may generally be feasible. 


The statute™* authorizes the Department to require that securities 
issued for intangible assets ‘‘or for other assets at a price in excess 
of their market value” be placed in escrow. We found no examples 
of securities issued for assets in the latter category. 

As a procedural matter, the Department sometimes requires 
escrow agreements in cases where securities are to be issued in 
exchange for tangible property such as machinery; that is to say, 
the securities are deposited in a bank, to be released upon receipt of 
the property. 

Escrow agreements, which cover securities, should not be con- 
fused with impounding agreements, which cover money derived from 
the sale of securities. 


(j) Requirements in the case of construction issues 


The statute’ prohibits the issuance of mortgage bonds for con- 
struction purposes unless it is established : 


(1) That there will be “no liens or encumbrances on the property 
prior to such mortgage except other mortgage indebtedness and 
unpaid special assessment taxes and unmatured general taxes ;” 


(2) That “a completion bond has been given in sufficient amount 
and with sufficient surety to assure the construction, reconstruction 
ur improvement of the building or buildings ;” 


(3) That “ample provision has been made for financing the 
completion of such construction, reconstruction or improvement .and 
for the actual investment therein of funds represented to be avail- 
able for that purpose ;” 


(4) That “proceeds from the sale of such evidences of debt will 
be disbursed by the trustee of such funds only after the actual invest- 
ment in the property of all junior funds represented to be available 
for that purpose.” 


While the statute refers only to mortgage bonds, the Department 
has laid down similar requirements in the case of other types of 





“ Td., §189.17(1). 
® Td., §189.13(5). 
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securities. Thus in a case involving a stock issue, the Department 
required the issuer to submit the following : 


(a) Copy of an agreement with a trustee of the building 
fund acceptable to this Department, to assure the actual 
investment in the building of the money to be raised for 
the purpose. 


(b) An original copy of a completion bond satisfactory to this 
Department, the penalty of which shall be not less than 
20% of the total cost of construction of the building to 
be erected, including in such cost architect’s fees and all 
items of carrying requiring the expenditure of money. 


(c) Copies of plans and specifications of the building to be 
erected. 


(d) An affidavit of architect in charge embodying a schedule 
of contracts let for the erection of the building, stating 
as to each contract, character of material to be furnished 
or the work to be performed, name and address of each 
contractor and amount of each contract. 


(e) The opinion of an attorney-at-law as to the title to the 
real estate upon which the plant of the issuer is to be 
erected. 


The following instructions of the Department in Watertown In- 
dustrial Realty Company indicate what the Department requires 
with respect to completion bonds: 


The money in the hands of the Bank of Watertown as trustee 
for subscribers to stock and bonds may not be transferred to 
the trustee for the building fund until certain things have been 
done and performed. 

We understand the building is now in the course of erection 
and assume that the contractors may expect to receive their 
money from time to time. However until all the things to be 
submitted to this Department prior to the release of the money 
have been furnished and until this Department has released the 
money for deposit with the trustee for the building fund, the 
money representing proceeds from the sale of the stocks and 
bonds remains the property of the subscribers and may not be 
expended for any purpose whatsoever. 

Ss x SS 

It is the opinion of our legal staff that the obligees named in 
the bond should be the trustee named in the mortgage. A 
contractor’s bond is not sufficient. The completion bond con- 
templated is in addition to contractor’s bonds. It relates to 
the entire completion of the building no matter how many 
separate contracts may have been let for different work, and 
material entering into the completed building. 
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In Mt. Calvary Evangelical Lutheran Church the Department 


stated as follows what the affidavit of the architect in construction 


issues should contain: 


It should contain a schedule of contracts let for the erection 
of the building, stating as to each contract: character of mate- 
rial to be furnished or work to be performed, name and ad- 
dress of contractor and amount of contract, and amounts paid 
and to be paid thereon, showing any amounts paid and to be 
paid thereon in anything other than money. 

There should be included a statement of the cubical contents 
of the building for construction of which the said contracts 
have been let, the type of construction, purpose for which it 
is to be used, date on which the first material has been de- 
livered or work begun (whichever happened first), and date 
when it is expected the building will be completed. 

There should also be included in the affidavit following the 
statements made therein, the words: “These statements are 
made for the purpose of submission to the Department of 
Securities of the State of Wisconsin in connection with and 
as a part of the application of Mount Calvary Evangelical 
Lutheran Church of Chicago, Illinois, for registration under 
the securities law of Wisconsin, of 4% Mortgage Serial Bonds 
of the said applicant.” 


(k) Requirements in the case of Investment Company issues 


The Department is extremely strict in its registration require- 


ments in the case of Investment Company issues. Indeed it is so 
strict that one may fairly say that the Department has arrived at a 
settled policy of discouraging, without of course actually prohibiting, 
the sale of all such issues in Wisconsin. 


requirements. 








Here are some of the 


(i) Minimum size. In the case of ............ Investors the 
Department wrote the issuer on February 20, 1940 as follows: 


As a result of past studies and conferences with commissioners 
of adjoining states effective around the Ist of February this 
year, we concluded that we would not consider an application 
for an investment trust that had not reached a stabilized sige 
of $5,000,000. This conclusion has affected all investment 
trusts before us for qualification at this time and will also 
apply to all applications in the future. Accordingly, since your 
trust does not comply with this ruling of our Department, we 
are offering you an opportunity at this time to withdraw your 
application. (Italics ours) 


The fact that the commissioners in adjoining states were con- 


sulted on this question indicates the gravity with which the Depart- 
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ment regarded it, and illustrates again the way in which the state 
securities agencies tend to work together on common. problems. 


(ii) Required diversity of portfolios. In the case of .......... 
Fund, Inc., the Department objected to a provision in the articles 
that the purpose of the corporation was to invest in chemical and 
government securities. The Department said: 


Until we have a list of the issuers whose securities may be 
determined by the Board of Directors of the corporation to be 
included by the definition of chemical security we are unable 
to form a conclusion as to the approximate field for invest- 
ment of the funds of the corporation. 

Unless the field is sufficient for reasonable diversity of invest- 
ment in securities of issuers engaged in different kinds of 
business, the shares of the corporation would not be attrac- 
tive for investors acquainted with the operations of the better 
class of mutual investment funds. 

If too large a proportion of the assets of an investment com- 
pany may be invested in the securities of any one issuer, it 
fails to afford its shareholders the protection of principle 
which such companies should secure by means of diversity of 
investments. Neither should such companies be permitted to 
acquire too large a proportion of the securities of any one 
issuer and thus become holding companies. 

There should be provisions in the Certificate of Incorporation 
limiting the proportion of the net assets of such companies 
which may be invested in the securities of any one issuer and 
limiting the proportion of the securities of any one issuer 
which such companies may own. (Italics ours) 


“Frankly speaking,” said the Department to another issuer, 
“we do not look with favor upon management investment companies 
whose principal investments are to be limited to stocks of issuers 
doing business within a single industry or within a very limited 
number of industries.” 


(iii) Structure and internal safeguards. Non-voting shares, for 
practical purposes, are barred. The Department, writing to a private 
banking house in the East said: 


We have about concluded that shares of a mutual investment 
fund should not be registered unless the shareholders have 
full voting rights. The shareholders should have the right to 
change the management in case they elect to do so, rather 
than be forced to sell their shares, usually at a substantial loss, 
if they have concluded that the management of the fund is 


unsatisfactory. 
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Another stringent requirement is that, in case of an amendment 


We have recently arrived at the conclusion that Articles of 
Organization of management investment companies should 
contain a provision to the effect that any amendment of the 
Articles of Organization except amendments increasing the 
number of shares of common stock, shall not become effective 
until ten days after notice of the adoption of such resolution 
sent to each shareholder who did not vote on such resolution. 
Shareholders who do not favor an amendment of provisions 
of Articles of Organization voted at a stockholder’s meeting 
should be afforded an opportunity of turning back their shares 
before such amendments become effective. 


of articles, dissenting stockholders should be given a right to get out. 
Thus the Department wrote to the Boston Metal Investors, Inc. 


Further, there must be a depository, and provision therefor, 


according to the Department, must be found in the articles: 


The instrument of organization should provide that the cash 
and property of the fund remain in the custody of a deposi- 
tory or custodian, which should be a trust company or bank 
having trust powers, each of which meets certain standards 
as to capital and surplus. The cash and property of the fund 
should never be surrendered to any officer or member of a 
board of directors or similar body of the fund. 


The articles must also guard against managerial temptations 


containing “provision for the following” : 


No stocks or other securities shall be purchased from any 
company in which a director of the corporation is financially 
interested. 

No securities shall be sold short and no securities shall be 
purchased on margin or on borrowed money. 


by 


Managerial functions must further be protected by separating 


them from the functions of distribution: 


We prefer to have these functions performed by separate, 
wholly independent organizations. 

ee 6 8 

During the early period of a management investment com- 
pany the distributor of its shares, after paying the expenses 
of S.E.C. registration, blue skying in the various states, ad- 
vertising literature, securing local dealers and other expenses 
of operation, finds that expenditures have exceeded commis- 
sions or gross profit by a substantial sum. If the distributor 
organization also has the management contract the tendency 
will be to economize on management expenses. Until the net 
assets of a management investment company have grown to 
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a substantial sum the fee of 14% is insufficient to cover the 

expense of good management. Any diversion of management 

fee to help distribution is bound to result in an insufficient 

staff or in an inferior staff for efficient investment manage- 

ment. 

Dividend policy must be conservative ; the articles should provide 
that: 


No dividends shall be paid out of any surplus due to unreal- 
ized appreciation of assets."* The amount representing un- 
realized appreciation of assets shall constitute surplus which 
may not be distributed as dividends except liquidating divi- 
dends. 
Dividends except out of net profits derived from sale of se- 
curities shall be declared as separate dividends and should be 
earmarked as such dividends. The stockholders shall be in- 
formed that such dividends do not represent earnings on their 
investments but represent a distribution of realized apprecia- 
tion of capital. 

In another case the Department objected to the dividend policy 
of the issuer, saying that since the issuer had paid a dividend from 
paid-in surplus it showed that distribution rather than conservative 
management was the company’s primary aim. 


Expenses are strictly limited by Departmental rulings: one-half 
of 1% per annum of average daily liquidation value has been de- 
clared to be the maximum compensation for management “which 
any management investment corporation whose shares are regis- 
tered in Wisconsin may expend. .. .” And a maximum of 8% 
should represent the total “load” of management costs plus “dis- 
tributor’s commissions, cost of . . . investment advisory service and 
custodian fees at the agreed rate for one year.” This should be 
compared with the maximum of 15% of the selling price of securities 
which may be allowed under Rule 10 of the Department” for “the 
aggregate of commissions, compensation, of underwriter’s discounts, 
and all other expenses, including statutory fees, paid . . . by the 
issuer in connection with the registration and sale of securities, 

. . within or without the state of Wisconsin.” The 8% maximum 





The Wisconsin corporation statutes, against whose laxity the Department 
was here guarding, provide that any corporation “whose property sha'l have 
increased in value, may declare a dividend . . . to the extent of . . . the said 
increase in the value of its property; but the total amount of such dividend shall 
not exceed the actual cash value of the assets owned by the corporation in excess 
of its total liabilities, including its capital stock.” Wus. Stat. (1941) §182.19(2). 
™ Rule 10 of General Order No. 9 effective August 24, 1941. 
































July] SECURITIES REGULATION IN WISCONSIN 513 


in the case of investment companies seems to be an unpublished 
limitation upon the 15% maximum laid down in Rule 10 in the case 
of issuers generally. No doubt the difference may be explained upon 
the theory that an investment company, whose assets consist solely 
of the seasoned securities of other concerns, ought not to find it as 
difficult or expensive to market its own securities as a new corpora- 
tion whose assets are yet to be proven. 

One further requirement in the case of investment companies 
must be noted: 


This Department does not permit the use of any advertising 
matter in connection with the sale of shares of management 
investment trusts or corporations containing financial and in- 
come statements, unless such statements have been compiled 
by independent accountants and based upon proper audits. 


Consequently, the Department has ruled, reports to stockholders 
containing financial and income statements and portfolio changes 
may not be issued unless prepared by independent accountants, be- 
cause such reports ‘‘are considered to be advertising matter . . . 
distributed with the purpose in view of inducing shareholders to 
purchase more stock.” 

This brings us to a brief summary of the Department’s rules 
regarding advertising in general. 


(1) Advertising matter 


Save in the case of sales which may be made without registration 
or prior to registration, the statute requires copies of all advertising 
material to be submitted to the Department and approved prior to 
use."8 By published rule the Department has included radio broad- 
casts in this requirement.*® 

Since the statute forbids “misleading” as well as false statements, 
the Department’s supervisory power is very broad. In the course of 
its exercise the following principles have been evolved: 


(1) In its April, 1941, Monthly Bulletin the Department said 
that “advertising matter containing comparisons with other securi- 
ties or facts not relating to that particular security will be refused.” 





™ Wis. Strat. (1941) §189.14. So-called “tombstone” advertisements are ex- 
cluded from the requirements of this section. 

® Rule No. 3 of General Order No. 9 effective Aug. 24, 1941. See also Rule 
No. 4 requiring submission of statements made in connection with solicited agency 
transactions. 
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(Italics ours.) Apparently this rule grew out of certain experiences 
which the Department had had with investment companies, for just 
after the publication of the foregoing bulletin the Department wrote 
as follows to a dealer in the securities of such a company: 


In the past few months we have been besieged with advertis- 

ing matter in regard to investment trusts in which, for some 

peculiar reason, the particular trust limits comparisons to only 

those features wherein it stands out in first place. In our 

opinion this is unfair. 

Later, to the same dealer, the Department wrote on July 18, 
1941: 


We wish to call your attention to the fact that the paragraph 

on “Typical Cyclical Declines in High-Grade Bonds”, while 

it may be a fact, is in our opinion a method of advertising that 

is unfair unless you were to incorporate in your memorandum 

a comparative paragraph on cyclical declines in stocks as well 

as to show the record of an investor had he purchased shares 

of Incorporated Invested at these particular moments. 

(2) In the case of another investment company (Aviation Capi- 
tal, Inc.) the Department ruled that advertising matter describing 
dividends paid must state in each instance whether the dividends 
were paid from earnings or from realized capital gains. 


(3) In Northwestern Public Service Co. advertising matter sub- 
mitted by a dealer was criticised because it indicated “a conjecture 
as to what the annual earnings will be . . . advertising can contain 
only actual facts and not statements of possible business. . . .” Simi- 
larly, in Incorporated Investors the Department wrote: 


We do object to the four conclusions that you draw. We have 
always objected to any advertiser or issuer drawing conclu- 
sions from the facts which are presented. 


(4) “Puffing”, like conjectures and conclusions, must be avoided. 
In Marvex Products Company, for example, the Department di- 
rected the elimination of those statements which we have enclosed 
in brackets below, and proposed the inclusion of those statements 
which we have italicized. 


It is expected that a nominal percentage of the bleach sales in 
the State of Wisconsin [is] will be sufficient to operate the 
Marvex plant at a substantial profit. 

Operations have been restricted in the past, due to the lack of 
working capital. However, [because of the large margin of 
profit and the excellent reputation of its product, substantial 
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profits are looked forward to with the continued increase in 

sales.] the officers of the company feel confident that the addi- 

tional capital will place the company in position to materially 
increase its business. A material increase in business should 
carry with it a normal increase in net profit. 

Similarly, in Wisconsin Oil Refining Company the Department 
required, in place of a statement that “the company should realize 
highly satisfactory earnings from its operations”, a statement that 
“it is expected that the company has reasonable prospects of realizing 
satisfactory earnings,” etc. 


In these revisions of “puffing” statements it would seem that the 
Department has permitted a residue of what might be called “con- 
jecture” or “conclusions” to remain—which only goes to show that 
the Department's rules are not rigid and that the Department’s own 
feeling as to the merits of a particular class of investment may affect 
to some extent the degree of strictness which it will exercise in 
going over the advertising material. Investment companies, to judge 
by past examples, may generally expect the strictest scrutiny; small 
local issues for operating purposes may be given a little more leeway 
of expression. But applicants for registration would do well not to 
count upon any relaxation of the rules against stating guesses or 
convictions. 


(5) While in some small cases—especially where the sales are 
to be restricted to existing stockholders who know about the busi- 
ness—prospectuses are not required, ordinarily they are, and the 
reasons why, and what they should contain, appear from the follow- 
ing instructions issued by the Department in the case of Stokerunit 
Corporation : 


For your protection as well as for the protection of the pur- 
chasers of the stock, the information regarding your corpora- 
tion, its business and its earning history and financial position 
should be submitted to purchasers of stock in the form of a 
circular or prospectus. 

The prospectus should give the following information : 

1. The exact name of your corporation, the date of incor- 
poration and the name of the state under the laws of which 
incorporated. 

2. The number of shares of each kind of capital stock 
which has been authorized by the articles of association, and 
the par value of each kind of capital stock outstanding im- 
mediately before the present financing, and the number of 
shares it is expected will be outstanding upon completion of 
the financing. 
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3. A description of the securities to be sold, the public 
offering price per share, the percentage of commission or 
underwriting discount, other expenses in connection with the 
financing and the amount of the proceeds which your corpora- 
tion will have after completion of the financing and the pay- 
ment of the entire cost of the financing. 


4. The application of the proceeds of the sale of the securi- 
ties. 


5. A description of the plant, its location and the address 
of the principal office of the corporation. 


6. The principal products which the corporation manufac- 
tures and sells. 


7. A balance sheet of the corporation of present date. 


8. Income accounts for each of three fiscal years and for 
the portion of the fiscal year ended on the date of the balance 
sheet. 

9. The names of the principal officers and of the directors 
of your corporation. 


10. Any additional information which you feel should be 
disclosed to purchasers of shares of capital stock of your cor- 
poration. 


[Vol. 1942 





The Department exercises great care in checking the facts of 


prospectuses and of advertising material generally; and the follow- 
ing letter to a dealer by the Department’s director shows what sort 


of reaction may be caused by the submission of slipshod material. 





My reason for writing you personally relative to the advertis- 
ing is the fact that there have been so many errors in the 
advertising matter furnished to this Department by you that 
in most every instance it takes one man from a half day to a 
day to check over and verify the figures and report to me on 
the errors. I believe we have previously called your attention 
to the fact that many errors exist in your advertising material. 
I do not know what the solution to this is going to be, but I 
do know that we could not operate efficiently if every piece 
of advertising contained as many errors as that which you 
forward. The only solution that I can see is that we will have 
to make a substantial charge in your case for approval of every 
bit of advertising. 

In addition we have some comments to make relative to the 
LeRoi Company. At the bottom of the page of this adver- 
tising you indicate a conjecture as to what the annual earnings 
will be. I believe we have previously called your attention to 
the fact that advertising can contain only actual facts and not 
statements of possible business. . . . 
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The italicized clause is our own; it shows how a provision in the 
statute,®° authorizing the Department to charge an applicant the costs 
of any investigation, and designed to ease the State’s financial burden 
may be used as a sanction to induce accuracy in the documents sub- 
mitted to the Department. 


(m) The allocation of voting power 


The Department is alert to prevent what it regards as unfair or 
inequitable allocations of voting power. As has already been noted, 
in the case of investment companies the Department has indicated 
that all classes of stock should be given voting rights; in other cases 
the standard is not quite so strict, but it is strict enough to constitute 
a sort of amendatory gloss upon the apparent statutory freedom to 
create non-voting securities. 


Thus the Department has refused to register non-voting shares 
of a corporation formed to exploit an untested patent, where the 
control was retained by the inventor; “the persons risking their 
money will have no voice in the management of the corporation 
except as ...... may permit.” 


In Filbert Corporation—a less clear case, the securities having 
previous been registered in Minnesota, where the corporation had 
been organized—there were two classes of stock, common and found- 
ers. Dividends were to be distributed share and share alike, but 
exclusive voting power was vested in the founders stock. The De- 
partment found that the investment in the common stock would total 
over $1,000,000, while the investment in the founders stock would 
be “negligible.” Upon this showing, registration was denied. Sub- 
sequently the corporation’s articles were amended so as to provide 
in substance that holders of the common stock should have voting 
rights in case no dividends were paid in a given year. The Depart- 
ment objected : 


Under the wording of the articles of incorporation as now 
amended, if the company were to declare and pay dividends 
equal to only one per cent per share each year, the holders of 
common stock would not be accorded a voice in the manage- 
ment of the company... . 

It would be satisfactory if the right to vote the common stock 
were to be based upon failure for two successive years to de- 
clare and pay dividends equal to a specified minimum per cent 





” Wis. Star. (1941) $189.29(4). 
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of the par value of the outstanding stock. The minimum divi- 
dend should be a reasonable amount. (Italics ours.) 


(n) Conclusions: the creative rele of the Department 


That the Department is vigilant in the protection of investors 
appears abundantly from this study of its informally exercised legis- 
lative and judicial powers. Less to be expected, perhaps, is the role 
it plays in indirectly helping issuers to mould their set-ups in such 
a way as to accomplish the desired financing while safeguarding the 
interests of investors. In the case last cited we see the Department 
suggesting to an issuer specific steps which the issuer might take to 
achieve these ends, and many similar examples have been given 
above. Sometime these suggestions are acted upon and sometimes 
they are not. When they are, the issuer presumably is benefitted as 
well as the investors. Certainly in some of the instances previously 
noted the originally defective capital set-up was due to inadvertance, 
ignorance or lack of experience in financing, rather than to any de- 
sign upon investors; and the revamping of the set-up represented 
a clear gain to all concerned. 


In some cases the Department may go a step further and become, 
for practical purposes, counselor to the issuer as well as to its poten- 
tial investors, looking eut for the latter but at the same time helping 
the former to extricate itself from difficulties and to reorganize along 
sound lines. Thus in Gambill Distributing Company the Department 
helped to put the issuer on its feet by refusing to permit the sale of 
its stock to the public until a list of creditors was furnished who 
would be willing to take stock in payment of debts, and until certain 
other steps were taken which would reasonably insure the success 
of the issuer’s reorganization. 


The fact that in acting for the protection of investors the De- 
partment is able in many cases, with that primary object in mind, 
to render expert guidance to issuers, must never be lost sight of in 
appraising its usefulness. This dual aspect of regulation, which 
informality of procedure makes possible, deserves more study than 
it has received. 


(2) Informal Exercise of Legislative and Judicial Powers in 
Relation to Dealers and Agents 


These powers are exercised chiefly in connection with the grant- 
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ing and revocation of licenses. As to the granting of licenses, Mr. 
Wood*! has reported as follows: 


“In licensing dealers and agents the informal conference method 
is used a great deal. Prospective applicants frequently sound out 
the Director to determine their chances of getting a license. Mr. 
Zeller has cooperated in some instances by assuring the applicant 
that a license would be granted if the applicant would make under 
oath the same statements which he had made informally. In other 
cases the Department has granted licenses without formal hearing if, 
after an informal interview, the Director is satisfied with the appli- 
cant’s competency and trustworthiness.*? 

“Dealers are particularly wary of becoming involved in a formal 
hearing. The informal approach provides no publicity, requires no 
fees, and leaves no record of a denial. This last is particularly im- 
portant. A denial of an application for a Wisconsin license would 
hinder the applicant in securing licenses or renewals in other juris- 
dictions and especially in maintaining his registration with the S.E.C. 
Perhaps this fear of ‘leaving skeletons’, as one dealer expressed it, 
is one of the Department’s strongest sanctions in its task of regu- 
lating dealers.” 


As to the revocation of licenses, Mr. Wood has reported as 
follows : 


“Before the Department orders a formal hearing on the question 
of revoking a dealer’s license, it usually calls the dealer in for a 
personal conference—giving him a chance to explain his activities. 
The Department is well aware of the harm which adverse publicity 
may bring to an honest dealer.** In these conferences the dealer has 
an opportunity to clear himself before the Director with no fear of 
publicity. The dealer may appear alone or with his attorney, and no 
record is made of the conversation. If the dealer can satisfy the 
Department’s doubts as to his practices, the matter ends there. In 
some cases dealers have surrendered their licenses without formal 
hearings. Two dealers voluntarily surrendered their licenses when 





™ Supra note 9. 

* All new applicants for agents’ licenses must take written examinations. For 
a discussion of the licensing requirements see pp. 519 et seq. 

Not until a dealer’s license is suspended or revoked does the Department 
issue a press release. The Department has in its files complete audits of every 
dealer licensed in Wisconsin, including the amounts paid to employees and detailed 
analyses of the accounts of some customers. Such information is kept confidential 
unless it is brought out at a formal hearing. 
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investigation disclosed fraud or potential insolvency. In another case 
investigation leading to a criminal complaint against a dealer’s officers 
was made in the fall of 1940, and no application for a 1941 license 
was filed. 

“If the informal conference discloses any serious violation or 
fraud, the Department orders a formal hearing. A formal hearing 
is also ordered whenever the Department is not satisfied by the 
informal conference, and the dealer is unwilling to surrender his 
license.” 

Two minor rules about agents which the Department has in- 
formally laid down deserve to be mentioned. 

1. Where an issuer wishes to distribute its securities itself, it 
should not employ an excessive number of agents for that purpose. 
Thus in Gambill Distributing Company the issuer sought to license 
a large group of agents, but the Department ruled that the number 
should be limited to two or three good men whose activities the 
Department could control by requiring periodical reports. 

2. An agent for an issuer should not carry his license with him 
when it is issued; the license should be kept in the issuer’s office. 
Apparently the Department fears that potential subscribers might be 
overimpressed by the official appearance of the license. Upon a simi- 
lar theory the statute prohibits the publication of any statement that 
a given security has been “in any way approved or indorsed by the 
department or this state. . . .””*4 


III. FormMAL EXeErcIsE oF LEGISLATIVE FUNCTIONS 
(a) Scope and publication 


The statute gives the Department broad powers to “make such 
rules and regulations as may be necessary or appropriate in the 
public interest or for the protection of investors or to assure compli- 
ance with this chapter.’’*® 

For the most part, however, the Department has preferred to 
establish its policies bit by bit, through the case method, informally, 
and without committing itself publicly to any definitely expressed 
regulatory measures. While, as the previous analysis has indicated, 
some of the Department's precedents seem to have crystallized into 
fixed rules, the Department’s instinctive and understandable desire 





“Wis. Strat. (1941) §189.14(7). 
 Td., §189.17(2). 
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to retain the maximum flexibility of action has thus far militated 
against the publication of these rules. 


Actually only 13 published rules*® are now in existence, in addi- 
tion to the printed forms for licenses and registration orders, and 
the applications therefor, each of which contains certain require- 
ments properly classifiable as formal rules. Under a law whose basic 
features have been in existence for 23 years, this total output of 
formal administrative legislation may seem to some surprisingly 
small. And all but 2 of the 13 rules just mentioned have to do with 
the licenses, records and transactions of dealers and agents—specific 
and detailed prescriptions and prohibitions. Virtually none of what 
might be called the common law rules of the Department, which we 
have in part been describing in this article, have been reduced to 


writing and formally promulgated. ' 


Whether or not the Department has been over-cautious in this’ 
respect it is difficult to say. A comprehensive codification of the’ 
Department’s common law doctrines would undoubtedly be of some 
benefit to attorneys, promoters and others, particularly in the plan- 
ning stage before contact with the Department is established. After 
contact has been established through the seeking of registration, the 
staff is most willing to help and to give out all desired information, 
and no substantial difficulty should be experienced by applicants and 
their attorneys in adapting themselves to the Department's policies— 
provided they do not have to undo too much of what has already 
been done. It is to guard against this latter contingency that some 
form of publication of the established practices would be helpful. 

On the other hand, the Department is naturally anxious not to 
fetter its own discretion or to prevent itself from adapting or altering 
its policies to suit the exigencies of particular cases. And while it 
might keep its hands free by labelling its rules as subject to change 
or exceptions, applicants still might feel aggrieved if, relying upon 
the rules as men always will, they were to find that in their particular 
cases, for reasons good and sufficient to the Department though not 
to them, the Department had decided to impose additional require- 
ments not mentioned in the rules. 


Perhaps, in the Director’s annual report to the Governor which 
the statute requires,*’ a balance might be struck between the public’s 





"Nos. 1-12 are incorporated in General Order No. 9, effective Aug. 24, 1941: 
no 13 is incorporated in General Order No. 10, effective Sept. 3, 1941. 
*Wrs. Stat. (1941) §189.01(5). 
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desire for information and the Department’s desire for a free hand, 
by including a descriptive summary of the more important informal 
rules of the Department, carefully explaining their nature and the 
reasons why it would be misleading to lay them down as formal 
enactments. Copies of these annual reports could be kept on hand 
and made generally available to the bar and to other interested per- 
sons. This would be the least binding and perhaps the most natural 
way of giving helpful information to those who must deal with the 
Department ; and it should suffice for every legitimate need. Another 
alternative—already to some extent adopted by the Department— 
would be publication in the Department’s Monthly Bulletins, which 
go to dealers. But these Bulletins, consisting chiefly of current in- 
formation about the registration or non-registration of particular 
securities, are fugitive in nature, and it would be more convenient 
for outsiders to have some annual publication to which to turn for 
an account of the work and leading policies of the Department. 

The vetoed Walter-Logan bill®** sought, in the case of the federal 
agencies, to require the latter to “implement” their statutes by inter- 
pretative regulations to be issued within one year after the enact- 
ments of the statutes, and thereafter to be added to. While this 
requirement was symptomatic of the desire of the bar to know in 
advance the rules of the game under modern reform legislation, its 
form has justly been criticized as both impractical and unwise.*® 
While many of the federal agencies make a practice of issuing inter- 
pretative rules or opinions of varying sorts,®’ some do not, and the 
problem remains unsolved. The Attorney General’s Committee on 
Administrative Procedure stated that :* 


The Committee is strongly of the opinion that, with possible 
rare exceptions, whenever a policy has crystallized within an 
agency sufficiently to be embodied in a memorandum or in- 
struction to the staff, the interests of fairness, clarity, and 








SHR. 6324, 76th Cong., vetoed Dec. 18, 1940. For text of veto message, 
see (1941) 27 A.B.A.J. 52. 

See, for example, Jaretzki, The Administrative Law Bill: Unsound and 
Unworkable (1940) 2 La. L. Rev. 294. Mr. Jaretzki was a member of the Com- 
mittee on Administrative Law of the Association of the Bar of the City of 
New York. That Committee, together with the Association’s Committee on 
Federal Legislation, unanimously disapproved of the bill; see Hearings on H.R. 
4236, 76th Cong., Ist Sess. (1939) 124. As is well known, the bill was repeatedly 
and vigorously endorsed by the American Bar Association and by most of the 
state and local bar associations. 

* See (1941) Final Report of the Attorney General’s Committee on Admin- 
istrative Procedure, 27. 
™ Id. at 29. 
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efficiency suggest that it be put into the form of a definite 
opinion or instruction and published as such. The extent to 
which the publication should be separate from that of statu- 
tory regulations will vary from agency to agency, but in gen- 
eral it would be wise to distinguish the two. In any event, 
the publication of the settled policies of each agency which 
will affect outsiders should be complete. 

The problem is doubtless more serious in the case of the federal 
than in that of the state agencies, since the latter are so much closer 
at hand and so much easier—from both a psychological and a geo- 
graphical point of view—to approach. But it would seem that the 
same general need exists as in the federal system, and that it would 
be well to give the matter a little more attention than it has thus far 
received. 


(b) Method of adoption of formal rules 


The statute? does not, and the courts probably would not,** 
require any form of hearing as a condition precedent to the enact- 
ment of the department’s rules. Nevertheless, the 13 rules thus far 
promulgated have been adopted only after consultation with the rep- 
resentative dealers and agents (for practical purposes the only per- 
sons affected) followed by hearings presided over by the Director. 
There have been two such hearings in connection with the adoption 
of the present rules. These hearings have been informal and non- 
adversary in character, and no records of them have been kept. 
They have simply been the method by which the Department has 
sought to gain all available light before acting. After the hearings 
have been held, and the proposed rules have been put in final form, 
the Department has discussed them with interested parties in order 
to avoid any possible misunderstandings. Finally the rules have been 
published. 

The practices just described could scarcely be improved upon, 
and no formal statutory requirements of advance notice and hearing 
would be either necessary or desirable.™ 





” Supra note 85. 

® The cases, however, are in some confusion; they turn in large part on the 
nature of the regulation in question, the number of parties involved, etc., the 
courts being strictest in the case of rate-making. See the penetrating analysis 
by Davis. The Requirement of Opportunity to be Heard in the Administrative 
Process (1942) 51 Yate L.J. 1093. 

™““Advance notice and hearing in rule-making inescapably involve expense 
and a measure of delay—not always warranted in connection with regulations of 
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(c) Judicial review of rules 


In the absence of statute, judicial review of administrative rules 
can be had only collaterally, in actions brought to enforce them, in 
injunction suits to prevent their enforcement, in declaratory judg- 
ment proceedings, in habeas corpus actions to obtain release from 
arrests for violation, or in private actions in which the results turn 
upon the effect of particular rules. And, in the absence of statute, 
it has generally been held that in such proceedings the only issues 
which may be tried are whether or not the challenged rules are 
within the scope of the administrative tribunal’s statutory authority, 
and whether or not they may validly be applied to the aggrieved 
party.® 

The Wisconsin Securities Act broadens the common law, first, 
by providing a statutory method of judicial review in the circuit 
court for Dane County, and secondly by providing that upon such 
review the department's action may be set aside if it is either unlaw- 
ful or “unreasonable.’®* Moreover, the record under review, when 
certified to the court, may be “supplemented by such different or 
additional evidence as the parties may introduce,”®’ thus enabling an 
aggrieved party to try a substantial portion of his case before the 
the judge. Under a similar statute, reviews of orders of the Wis- 
consin Public Service Commission in rate cases have virtually be- 
come trials de novo, the dream of so many critics of the adminis- 
trative process. 





minor, noncontroversial character, or regulations which announce interpretations, 
or regulations whose rapid creation is necessary to avert dangers or prevent 
unscrupulous conduct. Neither statutory classification of subject matiers nor char- 
acterization of types of rules could assure that hearings would be held in every 
instance where profitable, or that they would not be compelled in some situations 
where they were useless or even positively dangerous.” From (1941) Final Report 
of the Attorney General’s Committee on Administrative Procedure, 108. 

““The agency, board or department . . . is called upon to exercise a judg- 
ment or discretion which, unless it appears to be purely arbitrary, is not the 
subject of judicial review. Such rules and regulations must be reasonably appro- 
priate and calculated to carry out the legislative purpose, and must be entirely 
within the power conferred upon such agency.” Wallace v. Feehan (1934) 206 
Ind. 522, 533, 190 N.E. 438. “It has long been held that where Congress has 
authorized a public officer to take some specified legislative action when in his 
judgment that action is necessary or appropriate to carry out the policy of Con- 
gress, the judgment of the officer as to the existence of the facts calling for that 
action is not subject to review.” U.S. v. Geo. S. Bush and Co. (1940) 310 USS. 
371, 380. 

“The aggrieved party must first go through the motions of applying to the 
department for a hearing and then for a rehearing before application may be made 
to the court. Wis. Stat. (1942) §189.22(1), (2), (5). 

"Wis. Stat. (1942) §189.22(5). 
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The Securities Act, however, contains a curious ambiguity in 
these provisions for review. The review procedure relates only to 
“orders” by the department. Rules and regulations are not specifi- 
cally included. But in another portion of the Act the term “order” 
is defined in such a way as to include a rule or regulation if the 
department designates it as an “order” (and signs, seals and files it 
in a certain manner).°* Moreover, a “general order” is defined as 
“every order designated a general order by the department.” Since 
up to this time the only published rules of the department have been 
grouped by the department under the headings of “general orders”, 
it follows that each of the rules might have been challenged in court 
by the method prescribed above, had any aggrieved parties acted 
within the statutory time limits. No one did so act, and the question 
has therefore become academic. Attention is drawn to the matter, 
however, because it would seem that if the department should have 
occasion in the future to publish further rules it could, by designating 
them as “rules” or “regulations” and not as “orders” or “general 
orders”, preclude access by aggrieved parties to the statutory pro- 
visions for review. Whether the legislature, in providing for the 
review of orders—a term which normally connotes directions ad- 
dressed to specific parties as distinguished from rules of general 
application—had rules in mind at all may be doubted. The doubt 
should be clarified by appropriate amendment, because obviously the 
rights of review afforded by the statute ought not to turn upon a 
mere choice of nomenclature by the department. 


1V. Format Exercise OF THE DEPARTMENT'S JUDICIAL POWERS 


(a) In connection with the registration 
of securities 


From an order denying registration—an essentially judicial act 
on the part of the department—an applicant may avail himself of 
the statutory provisions for review which have just been described 
above, and which must be initiated by a request for a formal hearing 
before the department. Only once under the present department has 
an aggrieved applicant made such a request, and in that case no 
resort to the court was had after the hearing, which resulted in an 





* Wis. Stat. (1941) §189.02(9): “ ‘Order’ means every direction or deter- 
mination of the department designated an order and made in writing over the 
signature of the director or deputy director and the seal of the department and 
filed as part of the records of the department.” 
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affirmance by the department of its previous order of denial. As we 
have already stated in discussing the informal activities of the de- 
partment, applicants who are told that their securities cannot be 
registered are nearly always content to withdraw their applications, 
realizing, no doubt, that further struggle would in all likelihood avail 
them nothing, and that the delay, and above all the publicity, involved 
in a court proceeding would adversely affect the plan of financing 
even if it were finally upheld. 


The department itself, wishing to prejudice the affairs of un- 
successful applicants as little as possible, and to avoid the necessity of 
taking formal action against them, normally invites them to withdraw 
their applications, a typical communication being as follows: 


We have made an examination of the application. ... A study 

of this examination and of the past financial record of the 

company causes us to seriously question the propriety of 

offering the stock to the public at this time by the selling 

stockholders. Information contained in the prospectus causes 

us to feel that the stock is over-priced, . . . 

It is our conclusion that we had best offer you an opportunity 

at this time to withdraw the application. If, however, you de- 

sire to carry on your attempt to register the stock, we would 

suggest that you so inform us so that we may issue a denial 

of the application, which will give you the legal right to pro- 

ceed with a hearing in regard to the registration of the stock. 

This informal method of disposing of disapproved applications is 
not, however, invariably followed by the department; on the con- 
trary, the department may on its own motion direct that a hearing be 
held on an application, even though the applicant does not desire 
one.®® This has been done in a few cases where the department 
suspected that the applicant’s financial practices were irregular, the 
hearing being a species of investigation, particularly of the practices 
of the accountants employed by the issuer. As has been pointed out 
previously, the department maintains a blacklist of accountants, 
whose work it will not accept. 


(b) In connection with the licensing 
of dealers and agents 


The department sits as a species of court much more frequently 
in connection with the licensing process than in connection with the 





Wis. Star. (1941) §189.17(3) authorizes the department to “hold hearings 
in respect of any matter arising out of the administration of this chapter.” 











July | SECURITIES REGULATION IN WISCONSIN 527 


registration of securities, and the issues are fought out in quite a 
different atmosphere. For in the registration cases, if registration 
is denied there is generally an opportunity to modify the plan of 
financing and try again, or to market the securities in other states 
with less exacting requirements; and in any event all that is lost, 
from the point of view of the underwriters, is an anticipated profit. 
But in the license cases a man’s livelihood is at stake, particularly 
where the question is not whether a license should be granted but 
whether, after having been granted, it should be revoked. 


In these revocation cases—at least where the dealer contests the 
department’s action’®’—the so-called ‘“prosecutor-judge” combina- 
tion of functions, which has been the subject of so much adverse 
comment by critics of the administrative system, is inescapably pres- 
ent. There have been nine formal actions of this sort under the 
present department, and in eight of them the licenses were revoked. 
An understanding of the procedure in these cases is necessary before 
one can come to grips with the “prosecutor-judge” problem. Mr. 
Wood has described the procedure as follows: 


“The notice of hearing sets forth in detail the specific transac- 
tions complained of and includes a copy of the auditor’s investigation 
report. The statute’ provides at least five days’ notice, and the 
Department usually gives a longer notice. The Director has also 
been liberal in allowing continuances, either before the hearing begins 
or after the Department’s case is presented. 


“The basis of the Department’s case is the investigation report 
and the testimony of the auditor who prepared it. The Department 
has power to subpoena witnesses,’°? and customers of the dealer may 
be called upon to testify. In some ways customers make disappoint- 
ing witnesses. It is generally the unsophisticated buyers—the widows 
and orphans, the aged and infirm—who fall prey to the salesman’s 
rosy picture of security and high yield. They do not recall his specific 
representations, nor do they comprehend that their capital has shrunk 
through excessive trading. Their testimony does show that they rely 





*° As has previously been indicated, licenses are sometimes surrendered in- 
formally. The department’s prcatice, however, is to order a hearing whenever its 
investigation indicates any serious violations of law, even though the dealer is 
willing or anxious to give up his license without a hearing. The queston of 
revoking an agent’s license seldom arises, since the dealer usually is implicated and 
the agent’s license automatically expires with the revocation of the dealer’s license. 
™ Wis. Stat. (1941) §189.04(2). 
™ Td., §189.17(4). 
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on the salesmen, and the figures frequently demonstrate how the 
trust is misplaced. 

“After the respondent's testimony is complete, he may file a writ- 
ten brief or present oral argument. The procedure varies with each 
case. Sometimes all argument is waived, and since June, 1939, oral 
argument has been reported only in the O’Gara case.!°* The atmo- 
sphere at the hearing is quite informal. Frequent discussions off the 
record afford opportunity for respondent’s counsel to argue with the 
Director, who presides, and with the Deputy Director and Attorney, 
who present the Department’s case. The Department may or may 
not present extensive oral argument. In several cases the violations 
have been quite clear, and the respondent’s principal arguments have 
been directed toward clemency. In such situations the Director has 
instructed his attorneys not to present lengthy argument. Sometimes 
the Director, Deputy Director and Attorney will have spent hours 
discussing a case with a dealer and his counsel before the hearing 
begins or during continuances ; and the Director feels that little is to 
be gained by having the Department’s attorneys repeat at the hear- 
ings the arguments which they have made informally. In the O’Gara 
case the Department refused to present oral argument; and re- 
spondent’s counsel objected strenuously, claiming that he could not 
understand the real issues without argument by the Department. 

“After considering the record the Director outlines the findings 
which he wishes to make and then consults with the Deputy Director 
and the Attorney for the Department. These men advise the Direc- 
tor as to whether the Department:has sustained the burden of prov- 
ing those facts which the Director wishes to include in the findings. 
The Deputy Director and Attorney are then responsible for drafting 
the findings. Although the Director relies on the record in making 
his findings, his conclusions are reached after examining those find- 
ings in the light of his expert knowledge of the securities business 
and of many of the individuals and firms in the business. Thus it 
might be that on two similar sets of facts the Director would revoke 
the license of dealer A and not that of dealer B because the Director 
knew that A had been active in another firm which had violated 
the securities law. 

“The Department contends that such evidence of the character 
of the individuals involved should not be included in the record, for 





18 Alfred O’Gara & Co., File No. 1.1648. 
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the following reasons: As stated above, the Department is anxious 
to protect dealers from unnecessary, adverse publicity. If the De- 
partment included in the record all facts which might influence the 
Director, the record would often be swelled to enormous size by 
testimony and exhibits concerning other dealers who were not in- 
volved in the hearing. Also the advantages of an expert adminis- 
trative agency with its ability for direct, informal procedure would 
be reduced greatly. 

“The conclusions of law are brief and often very general, merely 
stating that respondent ‘has engaged in a course of business in 
evasion of the purposes of Chapter 189.’ Sometimes the violation of 
a particular section is specified, as the sale of an ‘unregistered se- 
curity contrary to the provisions of section 189.06(1) of the Wis- 
consin Statutes of 1939.’ There is no analysis of why a specific 
transaction is unfair or inequitable, nor are the decisions based upon 
precedent. To one familiar with the securities business, however, 
the findings are sufficient to demonstrate the unfairness of the deal- 
er‘s practices. 

“The Director has a difficult task in separating himself from the 
prosecuting function of the Department. Responsibility for prosecu- 
tion rests upon four men—the auditor who made the investigation, 
the Attorney for the Department, the Deputy Director and the Direc- 
tor. These men are in close daily contact, working together on many 
phases of the case from the first discussion of the investigation 
report to the final drafting of the findings and order. The Director 
approaches each case with some acquaintanceship with the dealer 
who is ‘on trial’ before him. There may have been months or years 
of correspondence between them regarding applications for security 
registrations, petty infractions of regulations, or attempts to secure 
agents’ licenses for incompetent individuals; and the Director may 
have spent hours informally discussing the case with the dealer and 
his counsel before the hearing. 

“It might seem that the result of a hearing would be a foregone 
conclusion. Such is generally the case, although the reason lies, not 
in the prejudice of the Director, but in the thoroughness of the audi- 
tor’s investigation and the detailed knowledge of a dealer which the 
Department acquires before taking action. 

“Under the 1939 law the Department had no express power to 
suspend a license summarily pending final determination of a hear- 
ing. The present statute’®* contains a provision for summary sus- 





* Ws. Stat. (1941) §189.04(4). 
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pension, but it has been used only in the O’Gara case. From the 
Department’s point of view the amendment is highly desirable, par- 
ticularly in cases of insolvent or clearly fraudulent firms. It enables 
the Department to close up a business and put pressure on the re- 
spondent to complete his case. There is the possible danger that an 
arbitrary director might prolong unduly a case in which the license 
is suspended, but there is no evidence that this has been done by the 
present Department.” 

es « 

“In both informal and formal adjudication it is clear that there 
is tremendous leeway for the personal judgment of the Director. 
Almost every major decisions rests upon him, and the law was 
drafted to leave him wide discretionary powers. The appeals from 
his decisions provide one criterion of the exercise of this discretion. 

Since the present Department was established, the courts have 
never had to decide an appeal from an order of the Department. 


“The costs of appeal undoubtedly would be a major consideration 
with most agents and with some dealers. In security registrations 
the time element might often be a factor in deciding the applicant 
against an appeal. It would seem, however, that few dealers with 
real grievances against the Department would surrender their li- 
censes without appeal.” 

One may reach this conclusion and yet feel impelled to ask the 
question: Would it not improve the appearances of justice, which 
are almost as important as the substance, if the judge in these revo- 
cation cases were to be someone from outside the department—pos- 
sibly a special master appointed by the circuit court? As Mr. Wood's 
account shows, the staff of the department is so small, and its mem- 
bers work together in such intimacy, that internal segregatiin of 
those who do the investigating from those who do the deciding 
would be quite impractical. The department, however, has rela- 
tively so few cases of the sort here in question that it would probably 
not disrupt the work of the department if a special master were 
assigned by the court to preside at the hearings and to make findings 
and recommendations to the court for decision by the latter. Such 





The majority of the Attorney General’s Committee on Administrative 
Procedure recommended that wherever steps could be taken within an agency 
to bring about such a segregation they should be taken and that such action, 
coupled with adequate provision for competent and experienced trial examiners, 
would sufficiently dispose of the “prosecutor-judge” difficulty. (1941) Final Report 
oj the Attorney General’s Committee on Administrative Procedure, 55-61. 
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a procedure would, of course, require amendment of the statute, and 
against it the following considerations might be urged: 


1. The challenged transactions of dealers frequently involve 
highly technical questions which cannot easily be grasped by one 
who is not thoroughly acquainted with the business, and the court 
would have difficulty in finding a special master with the necessary 
qualifications. 


2. The legislature has rightly fastened responsibility upon the 
Department to see to it that the law is enforced and that dishonest 
dealers are eliminated. If in the first instance some outside person 
not charged with that responsibility and lacking the background of 
daily contact with the investment business were to make the initial 
and crucial judgment as to whether or not the conduct of a given 
dealer warranted the revocation of his license, responsibility would 
be shifted and diffused, and if the decisions went against the Depart- 
ment and dealers believed by the Department to be unfit were allowed 
to continue in business, the authority of the Department and its 
seriousness in guarding the public interest might both be weakened 
with very serious consequences.’ 

On balance it is submitted that the plan devised by the legislature 
should not be changed in the absence of any evidence of abuse by the 
Department of the broad discretion vested in it. 


Thus far we have discussed only those cases which involve revo- 
cations of licenses. Relatively few formal hearings are held in con- 
nection with applications for licenses, and, owing to the nature of 
these cases, as will be seen below, the prosecutor-judge problem is 
not present. The application cases almost never involve dealers, 
because, as previously pointed out, dealers prefer not to apply at all 
unless, after informally sounding out the Department, they are satis- 








Cf. the remarks by Chief Justice Rosenberry for the unanimous court in 
Wisconsin Telephone Co. v. Public Service Commission (1939) 232 Wis. 274, 312, 
(287 N.W. 122, cert. denied 60 Sup. Ct. 514): “The statutory duties of the Com- 
mission place it in a very difficult position. While it is almost inevitable that it 
will be subject to criticism for so doing, it must furnish the evidence largely from 
members of its own staff or witnesses employed by it as experts. It must also 
act as prosecutor in the case, and when the case is completed, it must exercise 
thc judicial function and it would be strange indeed if somewhere along the line 
it had not taken some step which would subject it to criticism, especially if it 
be judged by standards applicable to courts. We do not find in the record evi- 
dence of any bias or prejudice against the Company as such. Energetic and 
perhaps over-zealous prosecution of a case may lead to an appearance of bias 
and prejudice. Bias and prejudice attributable to some feeling against the Com- 
pany is an entirely different thing than zeal in the discharge of a highly important 
public duty.” 
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fied that in all likelihood an application, if filed, will be granted. The 
cases do involve agents, however, where, after the termination of 
dealers’ licenses, the dealers’ agents (whose licenses automatically 
expire with those of their employers) wish to apply for licenses to 
represent other dealers. The Department has adopted the policy of 
holding hearings on these applications, in order to guard against any 
mistakes. 

“In such hearings,” Mr. Wood has reported, “the Department 
presents no ‘case’ against the agents, who frequently appear without 
counsel. The purpose of the hearing is simply to obtain a more 
complete record of the applicant’s qualifications and to protect the 
Department in licensing individuals with a questionable past. Either 
the Director or the Deputy Director presides, and the Department’s 
attorney examines the applicant. In many cases no transcript is 
made. If the application is granted there are no specific findings of 
fact. If the presiding officer is dissatisfied with the applicant’s record 
or his apparent ethics, he will conier with other members of the 
Department as to whether the record and all other information avail- 
able to the Department will warrant a denial of the application. 
Such other information may include the applicant’s criminal record 
or his record as a securities agent in other states. The findings vary 
from a general statement that it is not appropriate in the public 
interest that the application be granted, to a detailed statement of the 
specific practices which the applicant has pursued.” 


PART TWO: GENERAL OBSERVATIONS 
AND CONCLUSIONS 


At the beginning of this article I stated that the staff of the 
Department “has a fine sense of esprit de corps, a tradition of careful 
and exacting workmanship and a high sense of responsibility to the 
investors of Wisconsin”. I believe that the analyses we have made 
of the Department’s work bear out that statement. 

The Citizens of Wisconsin have obtained the services of the 
Department at an almost nominal cost. Over half its expenses are 
defrayed by the fees which are charged to applicants for registration 
and to dealers in the course of the Department’s investigations. In 
the fiscal year 1940-41 the total appropriations for the Department 
were only $22,599 ; yet during the year the Department exercised 
general superintendence over more than six hundred dealers and 
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agents, and brouglit about the withdrawal or denial of applications 
for the sale of securities having a total par value or principal amount 
of $2,328,864.'°7 These figures speak for themselves. May it not be 
that if there were some such tangible way as this of measuring the 
services rendered by other administrative agencies against the costs 
of their upkeep, many of the current complaints about government 
extravagance would be silenced ? 

These complaints are partly due to the failure of most adminis- 
trative agencies to explain their activities in terms which the public 
can readily comprehend. This is a fault of all government, but it is 
most serious in the case of administrative agencies since they are the 
most recent (not in their origins but in their flowerings), the most 
maligned, and the least understood branches of government. 

Most of these agencies, including the Wisconsin Securities De- 
partment,’°* are required by statute to publish annual reports, and 
it would seem that several steps might be taken to make these annual 
reports more informative. I have already suggested, in the case of 
the Wisconsin Securities Department, that it could usefully sum- 
marize in its reports some of the more important rules which the 
Department has evolved in practice, but which are discoverable only 
by consultation with its officials or by an exhaustive examination of 
its files. The suggestions which follow relate to administrative 
agencies generally, and are concerned with the larger question of 
disseminating a more accurate understanding of the role of adminis- 
tration in the modern state. 

First, the annual reports of administrative agencies might well 
contain a portion describing in simple terms the origin, evolytion and 
functions of the particular agency, the way in which its services are 
actually performed, and the net cost of those services, including an 
estimate of the nature and cost of the injuries which would have 
been suffered had the agency not existed. 

Secondly, a much wider distribution of these reports could be 
effected, at a trifling expense in comparison with the gain in public 
understanding of the processes of government. For example, edu- 
cational officials might be encouraged periodically to draw to the 
attention of schools, colleges and universities the availability of the 
reports for teachers and students of civics and government. In addi- 





1 Not all of this total, however, was intended for sale in Wisconsin. An 
exact estimate of how much would have been sold in Wisconsin cannot be made. 
* Wis. StaT. (1941) $189.01(5). 
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tion, copies might be distributed to all public libraries and to bar 
association libraries and other similar repositories. Moreover, in the 
case of the federal government at least, the example of Great Britain 
could well be followed. In that country the Government Printing 
Office maintains retail stores in every principal city, in which there 
are kept on display, available for sale at cost, public documents of 
interest to citizens, including all the important reports of public 
agencies, as well as the findings and recommendations of investiga- 
tory bodies, Royal Commissions, and the like. 


During a visit to Great Britain in 1938 I was struck by the 
number and variety of people who frequented these stores, the wide 
range of material which seemed to interest them, and the ease and 
rapidity with which any desired quantity of documents could be 
obtained at a really nominal cost. The expansion of knowledge which 
these stores effect may be one of the reasons why government is 
looked upon in Great Britain, more generally than in America, as a 
trusted instrument to be used to the maximum advantage in the 
service of the people. 


But the printed page is seldom as effective as human contact in 
explaining motives and clearing up misunderstandings ; and another, 
and perhaps the chief, reason why administrative processes are re- 
garded with more confidence in Great Britain than in America is that 
in the former country each Cabinet member is regularly questioned 
on the floor of Parliament regarding his acts and those of his sub- 
ordinates, from which it follows that, since most administrative 
agencies are placed under the jurisdiction of particular Cabinet 
members,!"® who bear full responsibility for what the agencies do, 
the bulk of administration is constantly exposed to the gaze of Parlia- 
ment, and through Parliament to the gaze of the country. Adminis- 
trators are thereby kept on their toes, and, which is more important, 
the people generally are kept informed of what is going on. 


The proposal that our own Cabinet members be given seats in 
Congress is a familiar one. But it would, of course, require a consti- 
tutional amendment, and moreover in this country a far larger pro- 





2° Tt is significant, for example, that when criticism of administrative pro- 
cedure and practices reached its height in England, the Committee appointed by 
the Lord Chancellor to investigate these matters was entitled the “Committee on 
Ministers’ Powers.” Its Report, (1932) Cmd. 4060, indicated that delegations of 
power have normally, and as a matter of course, been made to ministers rather 
than to independent bodies. There have been some important exceptions, espe- 
cially in the field of transport. 
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portion of administration than in Great Britain is in the hands of 
independent agencies, whose heads are appointed by the President 
and whose budgets, staffs and policies are in their own keeping. Not 
far from half the federal administrative agencies are of this sort,!!° 
including such important ones as the Interstate Commerce Commis- 
sion, the Federal Trade Commission, the Federal Reserve Board, 
the National Labor Relations Board, the Securities and Exchange 
Commission, and Veterans Administration, and many others. In the 
states, as a glance at any statute book will show, it is rare for any of 
the administrative agencies to be attached to those high officials as 
the State Treasurer, the Secretary of State and the Attorney Gen- 
eral who, though elected, mos? nearly correspond to the federal Cabi- 
net members. On the contrary, nearly all the state agencies (even 
when called “departments”—like the Wisconsin Securities Depart- 
ment) are independent of the top officialdom and operate on their 
own responsibility under heads appointed for fixed terms by the 
Governors. Because of the number and power of these state agencies, 
they have to be considered along with the federal agencies in any 
proposals for administrative improvement. 

It would seem, therefore, that in this country, if we were to have 
anything like the British system of the continuous legislative ques- 
tioning of administrative heads, within our existing constitutional 
framework, it would have to be effected by a legislative request to 
particular officials to appear at intervals and to answer questions. As 
in Great Britain, these questions should previously be propounded 
to the officials in writing in order to give time for assembling the 
necessary facts, but additional verbal questions could always be asked, 
and could be answered on the spot if preparation was not necessary. 

The appearances should be before the entire legislative body— 
Senate or House as the case might be—upon stated days and at 
stated hours when administrative questioning would be the regular 
order of business. At present, the heads of independent agencies are 
never seen or heard from save before committees; and while the 
appropriations committees in particular acquire a fairly good under- 
standing of the work of the agencies, most of the legislators, knowing 
no more about them than the general public does, and influenced like 





“4° Final Report of the Attorney General’s Committee on Administrative Pro- 
cedure (1941) 7, 8. The Committee classified as “administrative,” for the pur- 
poses of its study and report, only those agencies having the power to determine, 
by rule or by decision, private rights and obligations. A large number of purely 
service agencies were excluded. 
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the public by the propaganda of powerful interests opposed to regu- 
lation, tend to regard the agencies with suspicion and to lump all 
administrators together under the vague appellation of bureaucrats, 
whose characteristics are supposed to be everywhere the same and to 
consist of arbitrariness, stupidity, rigidity, laziness, extravagance, 
and lust for power. It seems to me that much would be gained for 
the country if administrators and legislators could be brought to- 
gether face to face in some such way as is here suggested. Any 
state, as well as Congress, could start the experiment by a simple 
resolution of one House; why should not Wisconsin, which has 
pioneered so many advances in government, be the first to consider 
ways and means of linking administration to legislation in closer 
bonds of understanding? 

At the same time that I make this proposal I do not wish to be 
taken as suggesting that the gulf between administrators and the 
public, or between administrators and legislators, is complete. On 
the contrary, in both directions there are already fruitful points of 
contact and of joint effort which are but little appreciated. It has 
become, for example, the rule rather than the exception for regula- 
tory bodies to consult with representatives of the regulated in the 
formulation of major policies, the drafting of legislative amend- 
ments, the promulgation of rules and the like. In the field of se- 
curity regulation this sort of collaboration is particularly in evidence. 
I have mentioned, in an early portion of this article, the intimate 
relationship between the Securities and Exchange Commission and 
the National Association of Securities Dealers—a private organiza- 
tion given governmental powers with the approval and upon the 
initiative of the Commission—and the close cooperation between that 
Association and the Wisconsin Securites Department, and between 
the Department and local dealers generally. It is examples of this 
sort which have prompted a well-known political scientist to say : 


. . the administration in the modern state tends more and 
more to stand face to face with the governed, not in the rela- 
tionship of ruler and ruled, but rather as collaborators in the 
task of social control, in the performance of which govern- 
ment, in the narrow sense, is but one of the partners. . . .114 


In the legislative field law-makers and administrators have been 
brought together through the assumption by the latter of responsi- 





“ Lancaster, Private Associations and Public Administration (1934) 13 SoctaL 
Forces 283. 
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bility for the drafting and recommendation of legislation relating to 
the matters delegated to them. In the case of the Wisconsin Securi- 
ties Law, for example, as Mrs. Marshall’s article infra shows, the 
statute has been amended in every session of the legislature since its 
enactment in 1919, and all but a few of the amendments were pre- 
pared and sponsored by the officials of the Securities Department and 
its predecessors—generally, as I have described, in consultation with 
interested groups. Similar examples may be found everywhere in 
government; and the phenomenon of administrative leadership in 
legislation, while no doubt growing in importance, is not new. Nearly 
twenty years ago ex-Congressman Robert Luce, describing the func- 
tioning of Congress, said: 


“Probably more than half the business measured by impor- 

tance, comes directly or indirectly from the Departments or 

Bureaus of the Government.”!2 

It is natural enough, perhaps, that administrators should feel 
responsible for the laws entrusted to them and should be constantly 
seeking to cure defects and to make the laws more harmonious, 
intelligible and effective ; so much so that it is no accident that prac- 
tically without exception the most feebly drawn, obscure and clumsily 
arranged statutes on the books of any state, or of the federal gov- 
ernment, are those which have never been assigned to experts to 
administer. Less obvious, but essential to note, is the influence 
exerted by the heads of administrative agencies on the shaping and 
execution of the legislative programs of governors and Presidents, 
who, as the needs of society have become more complex, have in- 
creasingly leaned upon the advice of administrative experts. 


The whole matter has been strikingly summed up by Professor 
Witte as follows, with reference primarily to the federal govern- 
ment : 


. .. the functions of Congress can no longer be fully stated in 
terms of arriving at compromises between conflicting private 
interests. While apparently as yet little appreciated by the 
members of Congress themselves, their function has become, 
to a very considerable extent, passing judgment as the repre- 
sentatives of ‘the folks back home’ upon the proposals of ad- 
ministrators. Congress, and to a lesser extent the state legis- 
latures, are the medium in which a reconciliation must be 





™ Congress: an Explanation (Harvard University Press, 1926) 3, 4; quoted in 
a stimulating article by Witte, Administrative Agencies and Statute Lawmaking, 
(1942) 2 Pusric ADMINISTRATION Rev. 116, 117. 
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effected between the points of view of the experts and the 

mass of citizens, quite as much as between the differing views 

of citizen groups.'1* 

The creative initiative of the administrators which has thus been 
brought into government as a potent and increasing force results 
directly from the mixture of executive, legislative and judicial pow- 
ers conferred upon most administrative agencies. This mixture, so 
often criticized, is really the heart of the administrative process, and 
from it proceeds two virtues: the expertness of the administrator, 
who is required to master every function in turn, and the responsi- 
bility he feels for the successful operation of a law which rests in its 
totality upon his shoulders.’ 


Reviewing the work of the Wisconsin Department of Securities 
which I have tried to sketch in so much detail, one cannot fail, it 
seems to me, to come away impressed with the range of power 
devolved upon the Department. Here is a law backed up by nearly 
every sanction thus far devised, whose just application turns in the 
last analysis upon one man’s judgment of what, in a given situation, 
is “fair” and “equitable” or “appropriate in the public interest or for 
the protection of investors.” The delegation stands up constitu- 
tionally, I venture to say, because the field in which the Department 
is to operate—the marketing of securities—has been designated and 
is marked by clearly perceptible boundaries—as distinguished, for 
example, from the ill-fated delegation to the National Recovery Ad- 





™ Op. cit. supra n. 112, at p. 123. 

™*In the comment by the bi-partisan Ives Committee of the New York 
Legislature in its 1943 report to the legislature on the work of administrative 
agencies, at p. 25 (referring to a proposal by Commissioner Robert M. Benjamin 
that the N. Y. State Labor Relations Board be divided into two boards—one to 
adjudicate cases and to certify bargaining representatives, the other to do all the 
remaining work of investigation, settlement, issuance and prosecution of com- 
plaints, etc.—essentially the same proposal as was made in the last Congress with 
respect to the National Labor Relations Board): 

“The Committee believes, however, that although the principle of separating 
the administrative-investigatory and the adjudicatory functions of an administra- 
tive agency may be sound in principle, it is at present unnecessary and unwise 
with respect to the New York State Labor Relations Board. The Board’s con- 
sistent record of efficient and impartial administration of the New York State 
Labor Relations Act over the past five and one-half years is marked by its funda- 
mental fairness to all parties concerned. There is, moreover, no absolute guarantee 
that such a separation of the administrative and investigatory and the quasi- 
judicial functions would insure any greater actual impartiality—or effectiveness— 
in the operation of the State Labor Relations Act than has been the case under 
the unitary structure of the present State Labor Relations Board. Finally, the 
Board’s close attention to and participation in the review of disputes submitted 
to it—from preliminary analysis to final adjudication—adds to its competence in 
aGjudication and its sense of responsibility in developing its policies at a!l stages.” 
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ministration, whose field was virtually the whole of the business life 
of America, a meadow without fences, stretching beyond sight. The 
delimitation of the field, and not the presence or absence of legisla- 
tive directions as to the policies to be pursued, must, it seems to me, 
in the end be the constitutional touchstone by which delegations are 
to be judged. In the nature of things the legislature cannot give 
any directions to an administrative agency, other than to go in and 
do what seems to be right and wise in a particular field. If the legis- 
lature knew—even approximately—what ought to be done, it would 
not set up an agency to legislate for it. The field is known and 
restricted, which is constitutionally satisfying ; but the power to roam 
within the field is really absolute insofar as the terms of the grant are 
concerned. 


But the terms of the grant are not everything, and there are 
human factors which restrain the administrator more effectively than 
any words or rules could do. There is the sense of sobering re- 
sponsibility which positions of power normally instill in their in- 
cumbents ; the conservative influence of the permanent civil service 
staff, whose good opinion every administrator is prone to covet; the 
traditions and folk-ways which surround a given agency and the 
government service generally ; and the confining pressures exerted— 
or capable at any minute of being exerted if the administrator should 
stray too far from his recognized path—by vigilant interest groups 
and organs of publicity. There is also the ever-present possibility 
of legislative questioning—a process which, as I have suggested, 
might well be formalized and made into an instrument of public 
education—and finally the necessity of obtaining sustenance from the 
legislative bread-basket. 


All of these are restraining influences, more potent I think by far 
than the possibility of judicial review, however broadly the latter 
might be defined on the pages of the statute book. But in addition 
to these external curbs there are inner motivations which are no less 
important: the pride that men take in doing well jobs which are 
difficult and challenging; and the appeal to men’s highest faculties 
which creative work in the public service so often evokes. The more 
I saw of the Wisconsin Department of Securities in action, the more 
it seemed to me that these last factors in particular accounted for its 
success and for the morale of its hard-working and effective staff. 





















THE ECONOMIC ASPECT OF STATE REGULATION ‘|: 
OF SECURITIES 


VERN G. ZELLER 


State laws relating to the sale of securities may vary considerably 
in wording and do vary in administration. In general, however, 
they are of two distinct types—the fraud type and the regulatory 
type. The fraud type of law is primarily defensive in character. 
Investigation follows the sale and distribution of securities and, 
presumably, if the facts show fraud, a conviction follows. Briefly, 
the regulatory type of law has all the advantages of the fraud type 
and in addition regulates the distribution of securities by setting up 
standards that must be complied with before the securities are sold. 
Under this type of law, the administrator can and should stop the 
sale of all securities where there is evidence of fraud. 

Theoretically, both types of law could hinder the economic pro- 
gress and development of a state if improperly administered ; and the 
regulatory type of law could have a greater retardative effect. 

The purpose of this discussion is not to argue the merits of either 
type of law, but rather to discuss the economic aspect of the regula- 
tory type of law which exists in Wisconsin. Consequently, this 
discussion of the economic aspect of state regulation of securities 
does not purport to be a legal or an economic argument in favor of 
or against a securities law of the type which exists in Wisconsin. 
It is an attempt from a practical business man’s point of view to 
weigh the facts of actual operation by studying the record of admin- 
istration of the securities Jaw dating from August 1, 1919. 

It is comparatively easy to determine from statistical sources 
whether a particular state is advancing economically. However, to 
ascertain all the factors that cause this evident development is more 
difficult. In fact, we arrive at the same point as a chemist who, 
knowing the molecular formula, searches for the molecular structure 
of a complicated organic compound such as natural rubber. 

The major elements out of which economic development 
can take place are the state’s natural resources, its climate, its 
inhabitants, and the nature of the government. Out of these, in a 
democracy such as ours, come law and order, education, factories, 
transportation, communication, various forms of business for the 
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distribution of manufactured and farm goods, money, and banking. 
These elements did not combine to form our present economic sys- 
tem without being hastened or retarded by legislative action and the 
administration of laws. Acts of every legislative branch of state 
government, every administrative branch, every professional and 
examining board, hasten or retard economic development. 

The point now to be discussed is how a particular administrative 
body—the so-called Blue Sky Law administrators—has affected the 


economic development of the state. 


1. Has the state’s securities law, or the administration of that 
law, retarded the development of the natural resources in the state? 
2. Has the state’s securities law, or its administration, permitted 
the sale of good securities, and has it protected the wealth of its 


citizens ? 


Neither of these questions can be answered in a truly scientific 
manner. There are, however, facts available that warrant discussion 
since they tend to throw some light upon the questions. 


Economic DEVELOPMENT 


A diligent search was made in an attempt to find a case where 
an application for the sale of securities of a corporation formed for 
the purpose of developing any one of our natural resources was 
denied. There is no record of such a denial. It is my conclusion that 
the securities law and its administration have had little, if any, 
retarding effect upon the development of the state’s natural re- 
sources. There is nothing in the present law, nor are there any 
standards or rules of the Department of Securities, that would pre- 
vent any speculative venture, designed to develop the resources of 
this state, from selling its securities. History and experience have 
dictated certain safety provisions which the promoter must meet in 
all fairness to the investor. Among these requirements are the 


following : 


1. Sufficient funds must be raised to guarantee getting into pro- 
duction and furnishing working capital. These funds must be im- 
pounded until all the necessary money has been raised. In some 
cases ventures are broken down into steps in order to prove the merit 
of a venture before additional money is raised. 


2. Any stock or securities issued for intangibles, such as a patent, 


must be escrowed until the value of that intangible has been estab- 
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lished by actual results of operation. ‘This requirement makes it 
impossible for a promoter of a patent to carry on subsequent transac- 
tions in the stock secured for the patent until a value has been estab- 
lished by the results of operation. 

3. In some cases the commissions resulting from the sale of 
securities are impounded until all the moneys have been raised. 

These are a few examples of the requirements, typically present 
only in the regulatory type law, looking to the protection of the 
investor in a new venture. None of these requirements unduly retard 
the promotion of a new venture. 

As heretofore suggested, it is impossible to prove that the Wis- 
consin securities law was responsible for the position held by the 
State of Wisconsin in both farming and industry... An important 
percentage of the wealth produced in Wisconsin is the result of 
agricultural endeavor. Since farming has not required a large 
amount of outside capital, funds should be available for investment 
in both domestic and foreign industry. A study also shows that a 
rather high percentage of Wisconsin industrial concerns are either 
closed corporations or were developed before the advent of the se- 
curities law. Because of these factors the industrial development in 
Wisconsin has never demanded the amount of foreign capital needed 
by some of the more highly industrialized states. Consequently, 
a large percentage of Wisconsin funds seeking investment must be 
placed, and is placed, in foreign industries. 


PROTECTION OF THE CITIZEN 


Historical records of the department’s administration of the se- 
curities law vary in character and date back as far as the first year 
of an administrative body, August 1, 1919 to June 30, 1920.* 

In the first year (August 1, 1919 - June 30, 1920) of required 
registration, there were 1005 applications for permits to sell securi- 
ties. 769 of the applicants received permits to sell securities. Appli- 
cations for permits to sell securities averaged 615 annually for the 
next ten years, while permits granted had an annual average of 547, 
indicating average annual denials of 68 applications. In the 10-year 





1The State of Wisconsin ranked eighth in relative importance of states in 
farming (Report of the Department of Agriculture, 1940) and tenth in relative 
importance in industry. (Census of Manufactures, 1939). : 

? Annual Report of Securities Division of Railroad Commission of Wisconsin, 
August 1, 1919 to June 30, 1920. 
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period July 1, 1930, to June 30, 1940, applications for permits or 
registration averaged 110 annually, while permits and registrations 
granted averaged 98, and denials or withdrawals 12. 

A further study of historical facts relating to the applications 
for permits to sell oil and mining securities is extremely interesting. 
Data for the first five years is as follows :* 


Year Applications 
Oil Mining 
1919-20 65 21 
1920-21 28 12 
1921-22 21 9 
1922-23 11 9 
1923-24 oa 3 


There have been only 6 applications for the sale of oil securities since 
July 1 of 1927, and one since July 1 of 1930.4 There have been 19 
applications for mining securities since July 1 of 1927, and 2 since 
July of 1936. 


The extremely rapid decline in both oil and mining security 
applications even after the first year, merited an investigation, and 
the result of that research sheds considerable light upon the value of 
the securities law. The facts show that the decline resulted from 
promulgation of rules requiring evidence as to the value of proper- 
ties, true appraisals, limitations of commissions to reasonable 
amounts, disclosure of the costs of the securities to the seller, escrow 
and impounding requirements, and similar safeguards to purchasers, 
none of which could have retarded legitimate speculative develop- 
ment. Because of the highly speculative nature and high percentage 
of fraud in securities of this type, and since maldistribution is more 
pronounced in such securities, I believe the securities laws has saved 
the citizens of the state thousands of dollars in this type of securities 
alone. My proof is the fact that applications declined because the 
applicants could not or chose not to carry on operations under close 
scrutiny of their securities. 

Further study of the records shows that about a billion dollars 
of market value of securities were either denied permits or registra- 
tion, or were withdrawn by the applicant. This is the total of with- 





* Annual Report of Securities Division of Railroad Commission of Wisconsin, 
July 1, 1923 to June 30, 1924. 

* Annual reports of the Securities Division of the Public Service Commission 
of Wisconsin and of the Department of Securities covering the above period of 
time. 
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drawals and denials in the 22-year period ending June 30, 1941, 
Withdrawals usually occurred when certain rules or regulations 
could not or would not be met, whereas denials usually indicate 
possible presence of fraud. Separate statistics for these two classes 
are not available. Because the law requires the entire issue to be 
registered, obviously the above mentioned billion dollars is the total 
amount of the securities for which registration was requested. The 
amount of each issue which may have been sold in the state is a 
matter of conjecture. A cursory examination of the various issues 
denied or withdrawn shows that an exceedingly high percentage no 
longer exists. If it were possible to trace the history of each security, 
registration of which was not consummated, it would be possible to 
judge the savings to Wisconsin investors. Such a study would be a 
tremendous task, however, since facts relating to corporations no 
longer in existence are not readily available. 

In addition to the securities for which permits or registrations 
were denied, there is no doubt that countless other securities were 
kept from the state that might otherwise have been sold here. Be- 
cause the law has always had exemptions available for the best of 
securities, it is safe to say that the securities kept out of the state 
did not represent the most desirable class of investments. 

The total direct cost to the tax-payers for the administration 
of the securities law in the last 22 years has been approximately 
$200,000. $1,150,000 is the total of disbursements in administering 
the securities law. Approximately $950,000 of this amount has come 
from payment of statutory fees by applicants for security registra- 
tions and dealers’ and agents’ licenses, and from the payment of 
expenses resulting from various investigations and appraisals. 
Therefore, the administration of the securities law has cost the tax- 
payers approximately $9,000 annually. The inspection of legal docu- 
ments, financial statements, escrow arrangements, and impounding 
agreements, and various other safeguards have more than repaid the 
investors for their share of the approximate $940,000 that has been 
expended. 

If we look upon the expenditure in this manner, the direct cost 
of administering the discretionary type of law which exists in Wis- 
consin has been almost negligible. In fact, the amount would not be 
sufficient to pay the cost of actual criminal apprehension and prose- 
cution. The minority (the investors of the state) has been paying 
part of the cost of protecting all the citizens of the state. What this 
has actually amounted to cannot be computed accurately. 
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This is a particularly interesting point when considered in com- 
parison with what the cost would be under a fraud type of law. First, 
any kind and type of securities could be sold, and for the most part 
the only protection against loss would be proof of fraud. Second, 
because of a possible increase in fraud, an increase in the adminis- 
trative cost of criminal apprehension and prosecution would occur ; 
and the actual cost to the tax-payers for protection of investors 
would be many times the average direct cost resulting from our pres- 
ent law. 

Administrative costs of a discretionary type of law have been 
reduced considerably by the advent of the federal securities law. 
This is due to the close scrutiny which is given securities by the 
federal government, and the fact that applications are in much better 
form and that fewer private investigations have to be made. In addi- 
tion, the federal law does not leave as much possibility for fraudu- 
lent securities transactions. The Federal securities law, however, has 
not eliminated possibility of fraud in local issues or in issues of 
securities exempt from registration under the Federal law. The facts 
tend to show that the greatest amount of fraud today exists in intra- 
state transactions by unlicensed individuals as well as in interstate 
transactions (in most cases securities exempt from Federal regis- 
tration) by unlicensed individuals. This type of fraud consumes 
most of the department’s efforts and time, and most of the transac- 
tions resulting in criminal prosecutions occurred, on the average, 
more than three years prior to the date of the complaint. 


Up until 1939 the primary emphasis was on the type of securities 
that were sold in Wisconsin. In 1939 the administration determined 
to place greater emphasis upon the manner of distribution of securi- 
ties. The control over dealers and agents provided by the Wisconsin 
law since September of 1939 is of great importance. The Wisconsin 
law provides for a mandatory annual examination of licensed 
dealers.5 


The dealers are now required to keep books and records on a 
uniform basis which requires records, in some cases, nonexistent 
prior to 1939. This uniformity facilitates examination of dealers’ 
records. This heretofore neglected activity is far more important 
than the usual procedure of checking records only after a complaint 
has been filed. If such a law had been in effect during the 6-year 
period ending in June of 1939 and had been properly administered, 





*Wis. Strat. (1941) §189.04(6) (b). 
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several millions of dollars known to have been lost by Wisconsin 
investors would never have been lost through the fraudulent methods 
uncovered by subsequent examinations. 

These manipulative devices were primarily schemes of various 
sorts to evade the registration requirement of the law. They con- 
sisted of schemes to make purported agency transactions out of 
principal transactions. Some of them were well hidden; in other 
cases dealers were rather brazen in their operations and made no 
attempt to hide illegal transactions on their books. Market rigging, 
the manipulation of prices of securities in agency transactions, con- 
version of customers’ funds, operating on insufficient capital, and 
excessive trading, all contributed their share of the losses suffered 
by investors. 

Since annual examinations have been in effect, practices of the 
past which resulted in substantial losses are believed to have ceased 
entirely. Cleverly designed checking has made the evasion of the 
registration requirement a practical impossibility. It has stopped 
entirely the manipulation of prices of securities in agency transac- 
tions. Conversion of customers’ securities has not been discovered 
since 1939. Dealers with insufficient capital have been forced to 
place more capital in their business or to withdraw their license. 
Excessive trading (or switching) is no longer practiced on a grand 
scale. It is, however, one of our most serious present-day problems. 

The average American investor of today was trained to be an 
investor in the bull market that followed the conversion of his 
Liberty bonds into corporate and municipal securities. The natural 
effect of such training was to make the investor a profit-taker. He is 
not, however, a professional profit-taker ; in fact, he is a rank ama- 
teur. The professional uses three weapons in his attack. They are 
the long position, the short position, and the cash position. With the 
proper combination of these three weapons he can trade downhill or 
uphill, hedge, and take advantage of all the known tricks of the trade. 
Then if he can effectively combine these three weapons, he makes 
a few more dollars than he loses. 

The average investor, with only the one weapon, is bound to lose 
from trading activities; because he must always have income, his 
only weapon is the long position. So when he does take a profit he 
immediately re-invests the money (because he wants income) in 
another security, usually poorer in quality (downhill trading), and 
the damage is done. Only a very strong bull market could recoup 
the losses of the trading investor. The present bear market has been 
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in existence for more than five years from the 1937 peak. It consti- 
tutes the longest bear market known in 50 years. Consequently, with 
the average investor’s one weapon a long position, any trading that 
he does for intermediate profit-taking rather than an economic justi- 
fication, has generally been very costly to him. 


But not until the investor demands preservation of his principal 
as the first requisite and income commensurate with such preserva- 
tion as a second requisite, will excess trading be stopped. It is the 
duty of the investment business to bring about the education of its 
customers to this fact. A program of dealers’ conferences has been 
started in an attempt to stop the practice through dealer cooperation 
with the State Department of Securities. If this experiment fails, 
then the more expensive direct public educational method by the state 
will probably have to be tried. In any event, progress will undoubtedly 
be slow because dealers will have to change some of their methods 
of operation, and some may even be forced to retire from the busi- 
ness if their particular business is built around such a practice. 


Excessive trading cannot be defined but it can be recognized. 
A good example of the practice is embodied in the following exhibit 
of individual customers’ accounts which were chosen at random. The 
formula used in setting up these exhibits was devised by the Depart- 
ment of Securities to check the results of excessive trading. It will 
work in a rising or falling market and can be used for any random 





Customer: A B Cc 








Beginning Date: 9-25-41 9-25-41 6- 1-40 
Closing Date: 3- 2-42 3- 2-42 12-31-41 





Market Value of Securities at Begin- 
ning of Period plus Securities pur- 























chased with new cash during period ....| 11,386.50 34,815.86 24,112.00 
Market value of above securities at 

close of period we | 11,942.25 32,638.62 29,281.61 
Net market increase or (decrease) of 

original securities and cash purchases $55.75 (2,177.24) 5,169.61 
Market value of actual holdings at 

close of period . 9,328.25 30,094.74 25,910.99 
Net (loss) as a result of trading ............ (2,615.28) (2,146.30) (4,531.37) 
Per cent of trading loss to original 

market value invested ...........ccccccssscsssees 22.97 6.16 18.79 
Number of months in sample period .... 5 5 19 
Dealer’s gross profit on account during 

EUUINEE  . sssacasendnconpiiaitinsianabinceckthenitamnetinbinaeati 1,588.68 2,235.61 3,233.62 
Per cent of trading purchases to aver- 

age value (turnover) (per annum) ..... 431.26 123.44 130.40 


Total number of transactions during 
the period 31 29 126 
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period of time. If the dealer has traded his customers’ account 
wisely, he should show results equal to or better than the market 
averages. 

Using customer “A” as an example, the tabulation shows the 
following: If the customer had been allowed to retain the securities 
he owned as of September 25, 1941, those securities would have 
shown an appreciation of $555.75 as of March 2, 1942, but because 
of the fact that there were 31 transactions, all of which resulted in a 
profit to the dealer and consequently a cost to the investor, the mar- 
ket value of the securities that he owned as of March 2, 1942 was 
only $9,328.25, or a realized loss of $2,059.53 from trading, or a net 
loss as the result of trading of $2,615.28. This is equivalent to 22.97% 
of the original market value on September 25, 1941. It is interesting 
to note that in each case the per cent of trading loss to the original 
market value invested is greater than 6%—the lowest being 6.16% 
and the highest being 22.97%, so that the trading losses more than 
offset any income from purchasing highly speculative, high income 
securities. 


Analysis of the facts making up the above exhibit shows the 
following : 


1. Customers were rarely, if ever, in a cash position; then only 
a small percentage of the account was in cash for a very short 
period. 

2. Customers were never in a short position. 

3. No direct correlation could be found between what profit 
taking there was and market swings. On the contrary, substantially 
all profit taking was for the purpose of placing in the account another 
security in which the dealer had a principal interest and an oppor- 
tunity for profit. 

4. There did not appear to be any attempt to balance the accounts 
to anywhere approaching what could be considered a well-balanced 
investment account. 

5. Investigation in most cases indicated that the customer was not 
aware of the losses resulting from the transaction and that he had 
relied almost entirely upon the recommendation of a particular sales- 
man. Investigation also disclosed that the dealers themselves had no 
control methods of checking the Operations of their salesmen in 
accounts of this nature, and when these accounts have been discussed 
with the dealers, immediate action has been promised looking toward 
better control over salesmen’s activities. 
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With probably this one exception, which will be solved, the 
theory that dealer examinations on a surprise annual basis would 
weed out fraudulent and unethical dealers and result in more care- 
ful practice by licensed dealers, has proven to be correct. 


The cost of annual examinations to dealers in the calendar year 
of 1940 was $3,189.77, and in 1941 was $5,219.35. These amounts 
represent about 85% of our actual cost. This situation results from 
the fact that in a number of cases actual time spent in making an 
examination of a dealer exceeded the statutory limit. Eventually 
the situation will correct itself so that all the cost of examining deal- 
ers will be borne by them. This will occur as soon as violations no 
longer exist in a great number. Individual costs ran from a low of 

3.22 to a high of $887.84 in 1940, and from a low of $3.39 to 
$356.53 in 1941. 


These facts are the principal indications that the securities law 
of the State of Wisconsin and its administration have saved many 
dollars for the investors of this state. 


DANGERS OF A SECURITIES Law 


A poorly drafted or weak securities law, or the best securities 
law poorly administered, can be dangerous to the investor. The 
investor knows only that a law exists. He cannot be expected to 
know the intricate workings of that law. It is its known existence 
that can be dangerous. This results from the fact that the public 
thinks that because a security has been registered a stamp of ap- 
proval has been placed upon that security by a governmental body, 
and that consequently the security is a safe investment. There has 
been no apparent effort made to educate the public as to the true 
purpose of the securities law, nor is there a statutory requirement 
that the Department employ individuals for this purpose. Responsible 
individuals differ in their ideas as to the requirement for, or the need 
of, educating the public as to the true purpose of a securities law. 
It would be an expensive procedure for the public as a whole, and 
it is questionable whether substantial results could be accomplished. 
Therefore, the burden on the department administering the securities 
law is considerable. In each and every case a very careful study is 
made of the security, its economic justification, and its ability to 
meet the statutory requirements. If it passes these tests, it is regis- 
tered. 
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William O. Douglas and George E. Bates, in discussing the Fed- 
eral Securities Act of 1933, comment on the registration of securities 


as follows :® 


At the present time one could not expect more far reaching 
effects. The economy under which we live is not static. Industry 
is not stabilized and under our present methods never can be. 
Competition and the progress of invention make it inevitable 
that many enterprises will fail. The toll of technology over a 
period of years is enormous. And the downward turn of the 
business cycle may eliminate more than just the marginal enter- 
prise. Other factors of management, not related to cupidity and 
fraud, contribute to the same end. As a result, a substantial per- 
centage of industrial investment will in any event be lost. To 
speak then of underwriting the values which are based on such 
unstable foundations is sheer nonsense. And to expect that the 
judgment of investors as respects these imponderable factors will 
improve perceptibly in this generation is baseless optimism. 
This is reason enough why the state should not pronounce in- 
vestments sound or unsound. 
It is obvious then that the only guaranty the investor has of the 
safety of his principal is the amount of work and time he is willing 


to spend in studying for the protection of his investment. 


In addition to the above criticisms, the practice of maldistribu- 
tion of a registered security can be very harmful. Maldistribution, 
however, would take place to a greater degree if there were no law. 


Maldistribution constitutes the sale of a partciular kind of se- 
curity to an individual or class of investors, in a proportion exceeding 
the bounds of sound economic and social judgment. 


CoNCLUSION 


The securities law, of the type which exists in Wisconsin, prop- 
erly administered, should aid in the economic development of the 
state for it attempts to protect the liquid wealth of the state and to 
guide that wealth into productive channels devoid of fraud. It has 
all the advantages of the fraud type of law and, in addition, many 
fine points which add to the protection of the investors. Unlike the 
fraud type of law it attempts to prevent fraud before it happens, and 
through the experience of operating a law of this type, safety factors 
are added from time to time for the protection of investors. The 





*Wm. O. Douglas and George E. Bates, The Federal Securities Act of 1933 
(1933) 43 Yate L. J. 171, 172. 
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Wisconsin Law in particular, which also attempts to control the dis- 
tribution of securities, tends to keep fraud out of that particular 
phase of the securities business and to protect individual investors 
from losses resulting from undesirable transactions in good securi- 
ties. Much of the value of a regulatory law of this type arises from 
the fact that it automatically keeps many questionable securities out 
of the state. 


Properly administered it is the most economical way of regulating 
the sale and distribution of securities. 











HISTORY AND ANALYSIS OF THE WISCONSIN. 
SECURITIES LAW 


Marjorie Loomis MARSHALL 


Regulation of the sale of securities is a comparatively new field 
of government activity in the United States, although such laws 
have been in force in several European countries since the last cen- 
tury.’ Kansas adopted the first “blue sky law” in the United States 
in 1911 and Wisconsin followed with its first securities law in 1913.? 
This was the great era of social and economic legislation in Wiscon- 
sin and it is, therefore, not surprising that Wisconsin was an early 
entrant into this new field of economic legislation. 

The Wisconsin proposals for securities legislation began in 1905, 
and thereafter, in every session of the legislature to date, there were 
one or more bills introduced on this subject,’ the law having been 
completely re-written four times.* The all-time high for bills intro- 
duced was, not unnaturally, in the 1931 session in which there were 
thirteen bills. This constant change in the statute law governing the 
sale of securities is made necessary by the equally constant changes 
in the nature and practices of the business regulated. The present 
director of the department* has said that many points of every 
newly enacted securities law become obsolete soon after passage.® 





*Germany, France, Belgium and England had securities laws prior to the 
first “blue sky law” in the United States. See O’Brien, Report on Blue Sky Legis- 
lation to the Legislative Assembly of Ontario, Canada (1922). 

? Wis. Laws 1913, c. 756, Wis. Star. (1913) §1753-48 to 1753-53 inclusive. 

* Bills Passed. Wis. Laws 1913, c. 756; 1915, c. 507; 1917, c. 415; 1919, 
c. 674; Sp. Sess. 1919, c. 1; 1921, c. 292, c. 442, c. 455; 1923, c. 353, c. 380, c. 445; 
1925, c. 381; 1927, c. 351; 1929, c. 294; 1931, c. 300, c. 471, c. 472; 1933, c. 158; 
1937, c. 144; 1939, c. 68, 153, 442; 1941, c. 327. 

Bills Which Failed of Enactment. Wis. Senate and Assembly Bills and Joint 
Resolutions: 1905, 78-S; 1907, 146-A; 1909, 689-A, 589-S; 1911, 837-A, 283-S; 
1913, 99-S, 104-S, 192-A, 1026-A; 1915, 552-S, 559-S; 1917, 619-A, 648-S; 1923, 
155-S, 436-S; 1925, 290-S; 1929, 592-A; 1931, 12-S, 13-S, 49-J.S.R., 170-S, 211-S, 
284-S, 398-S, 404-S, 618-A, 926-A; 1933, 4-A, 22-J.S.R.; 1935, 128-J.S.R.; 510-S 
(to reinstate the New York and Chicago stock exchange exemption, vetoed by 
Governor LaFollette after a public hearing) ; 1937, 10-J.S.R.; 1939, 45-A, 364-A, 
13-S, 261-S. 

* Revisions in 1919, 1925, 1933 and 1941. 

* As used throughout this article, the term “department” refers to the sep- 
arate Department of Securities created in 1939. 

5 See Zeller, Why A Bank Should Be Licensed to Conduct Securities Transac- 
tions—and How A Country Bank May Aid in Protecting Investors in the Commu- 
nity, The Midwestern Banker, April, 1940, p. 20. 
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The necessity for securities regulation in some form has not been 
seriously questioned since 1913,° both the public and the reputable 
members of the investment trade recognizing that the rule of caveat 
emptor is too costly to prevail again in this field. Events of the past 
two decades have clearly demonstrated that the economic reper- 
cussions of a laissez faire policy in the promotion of new entérprise 
and the sale of securities are too grave to leave this field without 
regulation. 

Prior to 1939, in common with most of the states which have 
adopted securities laws, Wisconsin had no separate agency for the 
administration of the law. There was considerable searching for the 
proper administrative agency by the draftsmen of! early bills. From 
1913 until 1938, the administration of the securities law was one of 
the duties of the Railroad Commission, which became the Public 
Service Commission in 1931. This super-imposing of responsibility 
for securities regulation upon an existing administrative agency or 
executive department in Wisconsin and elsewhere was, apparently, 
viewed as the most economical method of administration and was 
also a means of avoiding the alarms usually raised when a new 
agency is proposed. No suggestion for the creation of a separate 
administrative agency seems to have been made until 1939. 

In 1919 the Railroad Commission, without benefit of any statu- 
tory authority, created a separate securities division with an em- 
ployee of the Commission as director. While this division was in 
most respects a separate entity, there was necessarily some decen- 
tralization of authority ; and the Commissioners, who held hearings 
and were vested with ultimate authority, were in no sense specialists 
in securities regulation. 

In 1937 the failure of the Buckman Company, a large Madison 
dealer, and the ensuing scandal which involved the Commission re- 
sulted in widespread dissatisfaction with the administration of the 
law. The Committee on Reorganization, created by the 1937 Special 
Session of the legislature, transferred the securities division to the 





*There have been only three proposals for repeal of the securities law, none 
of which gained any serious support. Wis. Senate Bills 1915, 559-S (total repealer 
measure; indefinitely postponed in the Senate); Wis. Assembly Bills 1915, 751-A 
(total repealer bill introduced by the Joint Comm. to Investigate State Boards 
and Commissions; a substitute amendment, which passed the assembly by a vote 
of 73-2 and the senate by a vote of 22-1 and became c. 507, Laws of Wis., 1915, 
retained the principle of government regulation while taking the teeth out of the 
1913 law); Wis. Senate Bills 1923, 155-S (total repealer bill; withdrawn by the 
author). 
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Banking Commission. The transfer became effective January 10, 
1938, and the division remained under the Banking Commission for 
approximately one year. The 1939 session of the legislature revoked 
all of the transfers made by the Committee on Reorganization, which 
automatically returned the securities division to the Public Service 
Commission. In that same session of the legislature the administra- 
tion of securities regulation became a partisan issue, and two bills 
were introduced for the re-transfer of the securities division to the 
Banking Commission. However, the administration-sponsored bill 
for creation of a separate department of securities was passed by 
substantial majorities; and the new department came into existence 
on June 10, 1939.7 

A separate administrative agency having a narrow field of activity 
has obvious advantages over a subordinate division of some commis- 
sion having other primary functions, and the creation of the Depart- 
ment of Securities may well be viewed as a milestone in the history 
of Wisconsin securities legislation. 

Documentary evidence of the movements, influences and press- 
ures supporting or opposing securities legislation in Wisconsin is 
limited. However, some conclusions may be drawn from the frag- 
mentary evidence which is available. 

Most of the major amendment and revision of the law has origi- 
nated with the administrative agency. The administrators of a 
statute are, of course, in the most favorable position to recognize 
the revision needed for clarification of the law and to effectuate 
efficient and adequate enforcement of the basic statute. The 1919 
securities law, which repealed the earlier statute and created the 
system of regulation upon which our present law is grounded, was 
drafted by the Railroad Commission ; and the major securities legisla- 
tion passed between 1921 and 1929 was also commission-sponsored.® 
Several of the amendments sought by the commission in 1931 were 
defeated, that being the only occasion upon which important changes 
desired by the commission were not made.® Most of the important 





* Wis. Laws 1939, c. 68, Wis. Stat. (1939) §189.25. 

* Wisconsin News, Aug. 1, 1919; Milwaukee Sentinel, Sept. 3, 1919; Report 
of Senate and Assembly Judiciary Comm., joint hearing on Bill 4-A, 1919 
Sp. Sess. See also Annual Rep. Sec. Div. R.R. Comm. for the years 1919 through 
1929. 

* Wis. Senate Bills 1931, 404-S (providing for requirement of disinterested 
corporate trustee), 12-S (providing for change in municipal bonds exemption), 
13-S (providing for striking Boston and Chicago stock exchange listing from 
exempt list). 
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changes made in the law by the 1933 revision had been recommended 
in the annual reports of the securities department for a number of 
years preceding 1933,1° and were based upon the recommendations 
of that department made to the legislature in 1931. From the passage 
of the 1933 law until the creation of the separate securities depart- 
ment in 1939, no major amendments or additions to the law were 
brought forward by the agencies responsible for administration of 
the law.11_ However, during the 1939 session, after the creation of 
the new department, and again in the 1941 session of the legislature, 
the securities department was active in drafting and securing enact- 
ment of changes in the law. 

Cooperation and assistance of those in the investment business 
and of lawyers practicing in this field has always been welcomed by 
the administrative agency,'* bills being drafted by the staff of the 
agency after consideration of suggestions originating with the agency 
and the profession. While there has been no formal advisory com- 
mittee such as that set up by the Wisconsin Unemployment Compen- 
sation act,’* the same purpose has been accomplished through in- 
formal conferences, correspondence, and meetings of dealers and 
other interested persons called for exchange of ideas and settlement 
of differences. Consequently the work of amendment and revision 
has not been prompted entirely from within the administrative body, 





** See Annual Rep. Sec. Div. R.R. Comm., July 1, 1929-July 1, 1930; Annual 
Rep. Sec. Div. Pub. Serv. Comm., July 1, 1930-July 1, 1931; July 1, 1931- 
July 1, 1932; July 1, 1932-July 1, 1933; Capital Times, Dec. 24, 1931; Wis. 
State Journal, Jan. 17, 1933. See also, Argument in Support of Bill 4-A, 1933 
Legislature, a mimeographed transcript of remarks of George C. Mathews, Direc- 
tor of the Securities Division, before the hearing committee of the 1933 legislature, 
setting forth in detail the principal changes in the law proposed by the department 
and the reasons for such changes. It appears from this statement that considerable 
research and study had been done by the staff of the department preparatory to 
the 1933 revision. 

“This may be explained by the thorough revision of 1933 and, also, by the 
shifting of responsibility for securities regulation from the public service com- 
mission to the banking commission and back to the public service commission, 
and by the changes in personnel, which were more frequent during this period 
than at any other, time during the regulatory period. 

“A committee representative of some of the larger dealers in the state 
assisted in drafting the 1919 law, thus initiating a practice that has been followed 
throughout in all subsequent amendment and revision of the law. 

* The Wisconsin unemployment compensation act makes provision for a state 
advisory committee composed of a commission employe and representatives of 
employers and employes and provides that, “The state advisory committee 
appointed by the commission under, subsection (5) of this section shall submit 
its recommendations with respect to amendment of this chapter to each regular 
session of the legislature, and shall report its views on any pending bills relating 
to this chapter to the proper legislative committee.” Wus. Stat. (1941) $108.14 
(5m). 
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but that agency has taken the leadership in formulation of amend- 
ment and revision, in ironing out conflicts and objections to proposed 
changes in the law, and in securing passage of the bills. 


The investment trade has played an important role in the framing 
of our securities laws through this practice of cooperation with the 
administrative agency in statutory change, although the records of 
legislative committee hearings indicate very little activity.14 Wis- 
consin dealers have never had any formal association. However, 
there has been close informal cooperation between dealers, and in 
1941 more formal cooperation was begun. Legal counsel was retained 
by a group of dealers to act as a clearing house for information and 
to furnish legal opinion and guidance on matters of general interest 
to dealers. Under the title “Wisconsin Investment Dealers Service”, 
releases have been issued to the subscribing members at irregular 
intervals, containing information and advice on compliance with the 
Wisconsin and federal laws and on other problems of general inter- 
est.'° To what extent this loose association will act for dealers in 
connection with future changes in the law remains to be seen. How- 
ever, there is some indication that the Service will act as a central 
organ for such purpose.'® 





“Prior to 1919, appearances before legislative committees were seldom re- 
ported, and the meagre records are not helpful. The exemption of banks from the 
1919 law was immediately protested by some dealers, and there were appearances 
by dealers in favon of the special session amendment which removed the bank 
exemption. (Wisconsin State Journal, Aug. 25, 1919). In 1931, securities dealers 
for the first time openly opposed a number ‘of bills before the legislature and 
several department sponsored amendments were defeated. However, there were 
no appearances against the 1933 revision and a number of dealers were registered 
for the bill in its final form. In 1939, some of the more prominent dealers 
supported the creation of the separate securities department at committee hearings, 
and both bankers and dealers appeared for the special bank licensing bill passed 
in that year. 

*There have been 13 such releases to date containing an analysis of the 
changes under the 1941 law, a plan for pooling notices of sale upon notification 
through the Service, discussion of some provisions of the Federal law, suggestions 
for compliance with rules governing dealer’s reports and forms for notice of sale 
upon notification, and a discussion of agency and principal transactions «under 
the Wisconsin and federal laws. 

* Under the 1941 law dealers were uncertain as to the time when notice of 
intention to sell upon notification becomes effective because of a new provision in 
Sec. 189.29 (3) and (5) requiring that the filing fee for such notice must be paid 
to the department before the notice will be deemed to have been given. The 
question was whether that meant actually received by the department as dis- 
tinguished from mailing of the notice, which had previously been considered 
satisfactory by the department. After correspondence and conference between 
counsel for the Wisconsin Investment Dealers Service and the department, it was 
decided that mailing of the notice and of the fee would be accepted by the 
department as a practical resolution of the existing ambiguity. 
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The question of regulation of securities in Wisconsin has never 
been a real political issue.!7 While it is true that some political capital 
has been made of certain phases of security regulation, particularly 
with respect to its administrative set-up,’ all parties, in and out of 
power, during the whole of the regulatory period, have supported 
the fundamentals of our law.?® 

The role of the press in influencing legislation in this field appears 
to be a minor one, aside from dramatizing individual cases of ex- 
ploitation of uninformed investors and of flagrant violation of the 
spirit as well as the letter of the law, with a possible consequent 
effect upon public opinion. Active editorial campaigns relating to 
securities regulation were carried on by some papers with a state- 
wide circulation in the early 1930’s prior to the passage of the 1933 
law.*° It is obvious that during this period there were many influ- 
ences at work, and the press can hardly be credited with being a 
major factor in leading to the 1933 revision. 





*In 1931 bondholders groups and others called upon Governor LaFollette 
for investigation of the securities division and the Governor was charged with 
apathy by the anti-administration Milwaukee Journal. (Mil. Jr., Dec. 7, 1931). 
Walter J. Kohler, the Republican candidate for governor in 1932, promised 
revision of the securities law, and the Progressives were charged with lack of 
interest in securities regulation by the Republican press. (Milwaukee Journal, 
Oct. 24, 1932; Wis. State Journal, Oct. 26, 1932). However, the Democratic 
victor of that election claimed credit for the 1933 revision of the law. 

“In 1939, the question of securities yegulation became a partisan issue in the 
legislature, largely because it was tied up with the LaFollette reorganization 
measures of 1937-38. The Progressive minority in the legislature fought the 
creation of the separate securities department with charges that the bill was 
sponsored by the bond houses. (Wis. State Journal, March 28, 1939). The 
Republicans charged, on the other hand, that the Banking Commission had been 
subject to political pressure in administration of the securities division. (Milwaukee 
Journal, April 27, 1939). 

*In 1913, Francis McGovern, Democratic governor, urged the passage of a 
securities law. (Wis. Senate Joumal, 1913, p. 37). In 1919, Emanuel L. Philipp, 
Republican governor, pledged his support to any constructive regulatory law. 
(Wis. Senate Journal, 1919, p. 37-38). In 1933, Albert Schmedeman, Democratic 
governor, recommended the 1933 revision to the legislature. (Wis. Senate Jour- 
nal, 1933, p. 31). In 1935, Philip F. LaFollette, Progressive governor, vetoed a 
bill which would have weakened the 1933 law by putting New York and Chicago 
stock exchange listings back on the exempt list. 

*The Wisconsin State Journal, a strong Republican paper published in 
Madison, carried on -an editorial campaign against exempt securities and for 
stronger regulation for several years prior to 1933. (Wis. State Journal, July 5, 
1928, August 28, 1929, March 24, 1931, May 27, 1931, Nov. 4, 1931, Nov. 10, 1931, 
Oct. 10, 1932, Oct. 14, 1932). About the same time the Milwaukee Journal, which 
claims to be independent politically but which in local state politics shows a 
strong Republican leaning, and which has the largest circulation in the state, also 
urged reform and strengthening of securities regulation. (Mil. Journal, Oct. 14, 
1932, Oct. 24, 1932, Jan. 23, 1933, Feb. 13, 1933). The Milwaukee Sentinel, in an 
editorial on Jan. 17, 1933, criticized the pending bill, characterized it as another 
expensive administrative measure, and suggested a fraud law instead. However, 
the -press generally supported the proposed revision. 
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Any discussion of the influences at work in shaping securities 
legislation would be incomplete without consideration of the influence 
of court decisions. It is, of course, impossible to determine the 
amount or character of litigation arising from the securities law in 
the lower courts of the state. Doubtless the experience of the 
attorneys-general and district attorneys charged with enforcement of 
the law in the lower courts has resulted in, clarification and amend- 
ment of the law from time to time. The number of cases involving 
the securities law which have gone to the Wisconsin Supreme Court 
is surprisingly small—only 33 cases in 29 years. Of these, more 
than two-thirds have involved civil suits and criminal prosecutions 
under the act. The influence of our Supreme Court exercised through 
its interpretation and application of the law, has been slight. Specific 
statutory changes inspired by court decisions have been few,” nulli- 
fication of a statutory provision has occurred but once,”* and the 
court has only once made a direct recommendation for change in the 
law.*8 

The first really effective securities legislation in Wisconsin was 
enacted in 1919, and the pattern of regulation has remained essen- 
tially the same since that date. However, prior to 1919 numerous 
schemes for regulation were proposed, some of them radically differ- 
ent from the system which has been evolved. The methods of regu- 
lation of the securities business have been variously classified.** In 





™ The decision in Kenyon v. State, 230 Wis. 425 (1939) is one of the few cases 
from which direct legislative action can be traced. That case revealed an obvious 
loop-hole in the short term commercial paper exemption section and as a result 
of the failure to convict for a flagrant evasion of the law, two bills providing for 
amendment of that section were introduced in the 1939 legislature, which was 
in session at the time of the decision. One of these was passed as a part of 
c. 442, Laws of Wis., 1939. 

™ Klein v. Barry, 182 Wis. 255 (1923). The decision did not come down 
until several months after the law had been amended in respect of the section 
invalidated. However, the case was pending in the lower court at the time that 
the 1923 legislature was in session and it id possible that the change in the law 
was partially due to that litigation and to anticipation of the decision. 

*In Koeppler v. Crocker Chair Co., 200 Wis. 476 (1930) the court con- 
demned preferred stock bearing a fixed redemption date as, “. . . a trap and a 
snare for the investor . . .,” and suggested the need for statutory amendment 
forbidding such stock. No such amendment was ever made, probably because 
such terms are so infrequent as to make a statutory prohibition unnecessary. 
The department has, almost from the beginning, refused to register such stock. 

“One writen divides securities laws into “punitive” and “preventive”. 
(Meeker, Preventive v. Punitive Security Laws (1926) 26 Cor. L. Rev. 318). 
Another writer has made a more elaborate classification: fraud acts; limited 
permit acts without dealer control; control of dealers without permit require- 
ments; control of dealers with registration by notification; control of dealers 
with registration by notification or qualification; control of dealers with full 
control of all non-exempt securities. (Dalton, The Development and Future 
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this discussion the following classification will be used: regulatory 
laws, prohibiting the sale of securities until certain statutory require- 
ments have been complied with; fraud laws, permitting sale until 
fraud is found; and filing or notification laws, prohibiting sale of 
securities until certain information has been filed.2° The Wisconsin 
securities law is of the regulatory type, requiring both licensing of 
dealers and agents and registration of securities. 

The first proposal, introduced in 1905, for regulation of the sale 
of securities in this state was of the notification type and was limited 
in scope to the sale of shares of stock in mining and oil corpora- 
tions. Another proposal, introduced in 1907 and again in 1909, was 
for the fraud type of regulation.”’ This bill provided severe penalties 
of fine and imprisonment for intentionally puffing the value of se- 
curities or property of business enterprises. Another bill, introduced 
in 1909 and again in 1911, was of the regulatory type,”* providing 
for limitation of promotional fees and organization expenses, escrow- 
ing of funds during organization, written subscription contracts and 
the filing of advertising matter, and for investigatory powers in the 
secretary of state and commissioner of insurance. A second bill 
which was introduced but failed of passage in 1911 was also of the 
fraud type,”® requiring that every certificate of stock state on its face 
the true and correct total value of the assets and amount of the lia- 
bilities of the issuer and making violations a misdemeanor. 

It is apparent that none of these bills contained any compre- 
hensive scheme of regulation. All of them were directed at specific 
abuses: sale of worthless oil and mining stock, fraudulent adver- 
tising, false information regarding the finances of a corporation, and 
fraudulent promotion schemes. The several bills introduced in 1913 
showed a more thorough-going approach to the problem of regulation. 
The proposals contained in the five bills introduced in that year were 
of three types.*® Bill 192-A provided for the regulation and super- 





Trends in State Security Regulation (1933-34) 12 Harv. Bus. Rev. 26-32). The 
Wisconsin law is classified by this writer under “control of dealers with registra- 
tion by notification or qualification.” 

** Johnson, The New Wisconsin Securities Law (1934) 9 Wis. L. REv. 148. 

* Wis. Senate Bills 1905, 78-S (Passed the senate; failed of passage in the 
assembly). 

Wis. Assembly Bills 1907, 146-A; 1909, 689-A. (In 1907 this bill did not 
pass the assembly. In 1909, it passed the assembly and was amended and passed 
by the senate, but failed of concurrence by the assembly). 

* Wis. Senate Bills 1909, 589-S; 1911, 283-S. (The 1909 bill passed the senate 
but failed of passage in the assembly. The 1911 bill did not pass the senate). 

*® Wis. Assembly Bills 1911, 837-A. 

Wis. Assembly and Senate Bills 1913, 192-A, 1026-A, 99-S, 104-S, 560-S. 
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vision of investment companies by the state Banking Commission. 
Bills 1026-A and 99-S provided for the licensing of issuers by the 
Railroad Commission. Bill 104-S provided for the regulation of both 
issuers and dealers under a “corporation commission” composed. of 
the secretary of state, commissioner of banking and commissioner of 
insurance. Bill 560-S, which became Chapter 756, Laws of Wis- 
consin, 1913,%4 combined some features of all of these proposals. 

The 1913 law provided for licensing of dealers and for regulation 
of some issuers, and lodged the administration of the law with the 
Railroad Commission. Certain securities and transactions were 
exempted from regulation at either the issuer or dealer level. The 
exemptions were much broader than those contemplated in the other 
1913 bills referred to above, and marked the beginning of what was, 
probably, one of the greatest weaknesses in the Wisconsin law down 
to the time of the 1933 revision. There was provision for licensing 
of dealers engaged in the sale of non-exempt securities, and the com- 
mission was given power to revoke licenses. The regulation of issuers 
was limited to the sale of securities where the proceeds were to be 
used for organization or promotion expenses in excess of $2500. 
Filing of certain information and of advertising matter was required, 
subscription contracts regulated; and the commission was given in- 
vestigatory powers and the power to stop sales by order. 

One of the provisions of the original bill, which was deleted 
before passage, is interesting in view of the later experience with 
regulation in Wisconsin. The plan for regulation of issuers provided 
for a “statement” by the commission, setting forth such of the facts 
within its knowledge as might be of value to those contemplating 
a purchase of the securities, and requiring that a certified copy of 
such statement be delivered to each prospective purchaser with the 
exception of banks, trust companies, dealers and the stockholders or 
members of the issuer.** Such a statement would have provided 
a direct contact between the commission and the investing public. 
Such a statement, no matter how carefully phrased, if sufficiently 
favorable to the issuer to permit selling its securities within the 
state, might be construed by the public as an endorsement of the 
security by the commission. The possibilities of public dissatisfaction 
inherent in such a provision are manifold. This suggested “state- 





™ Wis. Stat. (1913) $1753-48 to 1753-53 inclusive. 

™ There was provision for supplementary statements by the commission upon 
receipt of new information and for appeal to the Circuit Court for Dane County 
if the issuer was dissatisfied with the statement. 
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ment” would have been infinitely more subject to misinterpretation 
by the public than was the “permit to sell securities” later condemned 
by the commission and abandoned in 1933. 


Apparently not much regulation was accomplished under the 1913 
law, and within a year the commissioner of the state banking depart- 
ment, when speaking before the National Association of Supervisors 
of State Banks, branded it a failure.** In the next session of the 
legislature there were two unsuccessful attempts at repeal, and an 
amendment was passed which left little of the original law.** Li- 
censing of dealers and payment of fees were stricken, leaving only 
the requirement that dealers file information. Also, the authority 
to order an issuer to cease operations in this state was taken from 
the commission. In 1917 bills were introduced in both branches of 
the legislature for the purpose of reinstating the licensing of dealers 
and issuers.*° However, the only amendment passed in 1917 effected 
a minor change in the dealer provisions aimed at preventing solicita- 
tion of sales within the state and completion of contracts outside the 
state.*¢ 


By 1919 the blue sky law was practically a dead letter. In fact 
it is generally considered that Wisconsin had no law on the subject 
until 1919. In the session of that year a bill drafted and sponsored 
by the Railroad Commission passed by large majorities.°7 The new 
law was said, at the time, to be the strongest law of its kind on the 
books anywhere.** The Milwaukee Journal optimistically prophesied 
that it was doubtful if any promoter would try to operate in the state 
without obtaining the consent of the commission.*® 


Many provisions of the law have been completely re-written since 
1919. However, the general frame-work of the 1919 law with its 
two-fold scheme of regulation and supervision over issuers and over 
dealers and agents has remained, and the broad outlines of regulation 
of the sale of securities laid down in that law are essentially un- 
changed. 





* Wisconsin State Journal, July 7, 1914. 

“ See supra, note 6. 

** Wis. Senate and Assembly Bills 1917; 648-S, 619-A. 

* Wis. Laws 1917, c. 415, Wis. Stat. (1917) §1753-50 (1). 
* Wis. Laws 1919, c. 674. 

* Wisconsin News, Aug. 1, 1919. 

* Milwaukee Journal, Sept. 7, 1919. 
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REGISTRATION OF SECURITIES UNDER THE 
WIsconsIN SEcuRITIES Law 


Regulation of the securities sold in Wisconsin, as distinguished 
from regulation of dealers and agents, is accomplished by the regis- 
tration provisions of the law. Registration of securities implies 
administrative action before the sale of a security, rather than after 
fraud is found. It will be recalled that from 1913 to 1919 the securi- 
ties law merely required filing of information and advertising matter 
and did not require any action by the administrative agency prior 
to sale of the security. This theory of passive regulation was aban- 
doned in 1919 and only partially revived as to those securities which 
may be sold upon notification under the present law and those which 
were sold as conditionally exempt from 1933 to 1941. 


2? 66 


Coverage: Definition of “security”, “sale”, “issuer” and “person”. 


Security. Since 1919 the definition of “security” has been revised 
frequently, each revision broadening the scope of the definition to 
include newly devised or previously unenumerated security devices 
which would afford a means of evading the law. The 1919 law de- 
fined as “securities” 


. . any bonds, stocks, notes or other obligations or evidences of 
indebtedness or of title which constitutes evidence of, or is se- 
cured by, title to, interest in or lien upon any or all of the prop- 
erty or profits of such company.“ 

From time to time there were the following additions to this very 
general definition: the note or other obligations or evidence of in- 
debtedness of an individual ;*! certificates of interest in a profit- 
sharing agreement, all interest in the profits of a venture, and any 
other instrument commonly known as a security ;*? land trust cer- 
tificates, collateral trust certificates, mortgage certificates ;** beneficial 
interests, investment contracts, interests in oil, gas or mining leases 
or royalties, preorganization certificates or subscriptions, debentures, 
the membership of corporations organized without capital stock ;** 
treasury stock, transferable share, voting trust certificates, certificate 
of deposit for a security, any certificate of interest of or participation 





“ Wis. Stat. (1919) §1753-48 (c). 
“ Wis. Laws 1921, c. 442, Wis. Stat. (1921) §1753-48 (c). 
“Wis. Laws 1923, c. 445, Wis. Star. (1923) §183.25 (7). 
“Wis. Laws 1927, c. 351, Wis. Stat. (1927) $189.02 (6). 
“ Wis. Laws 1933, c. 158, Wis. Stat. (1933) §189.02 (7). 
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in, temporary or interim certificate for,*® receipt for, guaranty of, 
or warrant or right to subscribe to or purchase any of the fore- 
going.** In 1927 a new subsection ** was added providing that 
““stock’ shall include shares of beneficial interest in a business trust, 
as well as all other securities commonly known as ‘stock’.” It would 
seem that this detailed enumeration leaves little room for evasion of 
the law until new security devices are invented. 


Sale. This definition has also been revised frequently. The defi- 
nition in the 1925 law is fairly representative of the period from 
1919 to 1933.4° Beginning with the 1933 revision, certain brokerage 
transactions by licensed dealers have been excepted from the defini- 
tion of sale. These exceptions are: execution of orders as agent 
for the purchaser ;** solicitation of orders as agent for the purchaser ; 
and solicitation or execution of orders on a national securities ex- 
change as agent for both the vendor and purchaser. 


Issuer. This definition appeared first in the 1933 law and re- 
mains substantially the same in the present law, including not only 
issuers but promoters acting for them.*4 


Person. This definition is new in the 1941 law, the term “person” 
being used throughout the law to include: 


. an individual, a corporation, a partnership, an association, 
a joint stock company, a trust, an unincorporated organization, 
a government, a political subdivision or instrumentality of a gov- 
ernment, and any other entity.? 





“The department was originally considered to be powerless to regulate 
interim certificates and partial payment receipts. (Annual Rep. Sec. Div. R.R. 
Comm., July 1, 1927-June 30, 1928). The first provision with reference to such 
certificates and receipts was contained in 189.225, Wis. Stat. (1929), created by 
c. 294, Wis. Laws 1929, which prohibited the issuance or sale of such certificates 
or receipts or the acceptance of any money on such certificates or receipts when 
the issuer or acceptor was insolvent, and made the officers of a corporation and 
the members of a partnership chargeable with knowledge of its financial condition. 
Violation of the section was made a criminal offense under the illegal sales pro- 
vision of the law. The 1933 law dropped this provision, but contained a lengthy 
provision for regulating interim certificates and partial payment receipts which 
were outstanding more than 30 days by requiring filing of information with 
reference to the plan under which such certificates or receipts were issued or sold, 
and giving the commission power to suspend issuance or sales under such a plan. 
Wis. Stat. (1933) 189.12(4) 

“ Wis. Laws 1941, c. 327, Wis. Stat. (1941) $189.02 (7). The present defini- 
tion is comparable to Section 77 b (1) of the Securities Act of 1933. 

“7 Wis. Laws 1927, c. 351, Wis. Star. (1927) §189.02 (7). 

“Wis. Stat. (1925) §189.02 (5). 

” Wis. Laws 1933, c. 158, Wis. Stat. (1933) $189.02 (6). 
Wis, Laws 1939, c. 442, Wis. Stat. (1939) §189.02 (6). 
"Wr. Strat. (1933) §189.02 (5); (1941) §189.02 (4). 
™ Wis. Stat. (1941) §189.02 (2). 
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CLASSIFICATION OF SECURITIES 


The necessity for classification of securities arises, of course, 
from the fact that not all securities are subject to the Wisconsin iaw, 
a fact which is probably less understood by the majority of investors 
than any other provision of the law. The 1941 law classifies securi- 
ties into six groups, five of which are, either wholly or partially, 
exempt from the registration provisions of the law.®* Prior to 1933, 
it was estimated by the staff of the securities department that 80 to 
90 per cent of the issues sold in Wisconsin were exempt from exami- 
nation by the commission.** These figures were based on a study of 
the sales of a representative group of dealers in the year 1929. No 
comparable study has been made since the 1933 revision and no sta- 
tistical evidence seems to be available as to the change effected by 
the 1933 and 1941 revisions of the law. However, in the opinion of 
the department, the percentage of securities excluded from examina- 
tion has been materially reduced. 


The present classification of securities is as follows :*® 


(1) United States government securities, which are wholly 
exempt from the registration provisions of the law; 


(2) Securities exempt from registration, as to which regis- 
tration may be required by order of the department ; 


(3) Exempt transactions, as to which registration may be 
required by order of the department ; 


(4) Securities which may be sold upon notification, as to 
which registration may be required by order of the department ; 


(5) Securities which may be sold prior to registration, as to 
which registration may be required by order of the department 
and must be applied for within a limited time after notice of 
intent to sell under this provision ; 

(6) All securities not meeting the standards of one of the 
preceding classifications, which must, in any event, be registered 
prior to sale. 





® Originally exempt securities and sales were excluded entirely from the pro- 
visions of the securities law. It was not until 1931 that the scope of the exemp- 
tions was cut down to exemption from registration only and that the sale of such 
securities was, otherwise, subject to other provisions of the law. Wis. Laws 1931, 
¢ 471, $189.03; Dorner v. Doherty, 222 Wis. 101 (1936). 

“ Mathews, Argument in support of Bill 4-A, 1933 legislature, p. 13. 
% Wis, SraT. (1941) $189.05, 189.06, 189.07, 189.08, 189.09, 189.13. 
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Exempt SECURITIES 


Theoretically the exemption of certain types of securities from 
registration is based upon some feature of the issuer or of the securi- 
ties themselves meriting preferred treatment. 

Government Securities. All of the Wisconsin proposals for 
regulation of issuers have agreed upon exemption of government 
securities ; and the extent of the exemption has remained practically 
the same since 1913, including securities of the United States and 
any foreign government, of any state or territory thereof, and of any 
political or taxing subdivision thereof. By later amendment, this 
exemption was limited to securities, “. . . issued by or the principal 
and interest of which are guaranteed by . . .” a governmental body,®¢ 
“. . . having power of taxation or assessment for the purpose of 
paying such obligation.”®’ For the purpose of establishing the com- 
plete freedom of securities of the federal government from admin- 
istrative control, a separate section on United States government 
securities was created in the 1941 law.** 

Short term commercial paper. This is the only other exemption 
which has been found in some form in all proposals for regulation 
of issuers. The 1913 law exempted commercial paper maturing not 
more than three years from date.*® The 1919 law cut the maximum 
limit for maturity to two years, and a 1923 amendment reduced 
the maximum limit for maturity of the entire issue to one year, and 
added the requirement that the date of issue be not later than the 
date of sale.*! Early in 1939, in Kenyon v. State,®* a conviction for 
selling unregistered securities was set aside where the defendant, 
in 1937, had sole promissory notes maturing within one year and 
containing a conversion clause which read as follows: “The holder 
in due course of this debenture has the option before maturity to 
present the same to the officers of the corporation and on demand to 
receive fully paid and non-assessable common stock of Tung Indus- 
tries, Inc., of an amount in par value equal to the unpaid principal 
and accrued interest then outstanding on this note.” This conversion 
clause was held not to take the notes out of the exempt classification, 





Wis. Laws 1921, c. 442, Wis. Stat. (1921) $1753-49 (1) (a). 

* Wis. Laws 1933, c. 158, Wis. Stat. (1933) §190.03 (1) (a), (b). 
® Wis. Laws 1941, c. 327, Wis. Star. (1941) $189.05. 

” Wis. Stat. (1913) $1753-49 (b). 

© Wis. Laws 1919, c. 674, Wis. Stat. (1919) §$1753-49 (1) (b). 

“ Wis. Laws 1923, c. 445, Wis. Star. (1923) $183.26 (b). 

“230 Wis. 425, 283 N.W. 808 (1939). 
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in spite of the flagrant circumvention of the purpose of the law. 
The loophole created by this decision was eliminated the same year 
and public offering of short term commercial paper was forbidden, 
thus limiting its use to strictly commercial as distinguished from 
investment purposes.®* The 1941 law further limits the permissible 
maturity to one year after all days of grace, if any. 

Public Utility Securities. The exemption of securities of public 
utilities, the issuance of which is regulated by the Public Service 
Commission of Wisconsin or a comparable body of any other state 
has been in the law since 1913. In 1921, the exemption was broad- 
ened by adding public utilities regulated by the federal government 
and the Dominion of Canada, and equipment certificates. The 1933 
revision of the law substantially narrowed this exemption. Mr. 
George C. Mathews, then director of the department, in committee 
hearing on the revision bill strongly urged change in this exemp- 
tion. He pointed out that Wisconsin has no control over the regula- 
tory bodies of other states ; that they differ widely in the effectiveness 
of their regulation; and that the laws controlling the issuance of 
utility securities do not, in most cases, accomplish the purposes of 
blue sky regulation. The recommendations of the commission were 
adopted and the exemptions were limited substantially.“ By the 
1941 revision, the Wisconsin municipalities exemption was broad- 
ened to include any security of a political subdivision of this state, 
including an agency thereof, without limitation to municipally owned 
utilities,** but the exemption as to out-of-state municipally owned 
utilities was dropped. The narrowing of the public utilities exemp- 
tion was offset to some degree by a saving clause which provided 
that evidences of debt outstanding prior to the effective date of the 
1933 act which were previously exempt were not affected.®* This 
saving clause was carried over in the 1941 law, and under it public 
utilities bonds which would not qualify as exempt securities under 
the present law are still being sold without registration. 





® Wis. Laws 1939, c. 442, Wis. Star. (1939) §189.03 (c). 

“ Wis. Star. (1941) §189.06 (2). 

© Wis. Laws 1921, c. 442, Wis. Stat. (1921) §1753-49 (c). 

* Wis. Stat. (1933) §189.03 (d), (e), (f), (g), (h). 

* Wis. Stat. (1941) $189.06 (3), (4), (5), (6). 

Wis. Strat. (1933) §189.03 (1) (k). This provision necessitates checking 
the date of creation of the regulatory body of each state and territory of the 
United States and of the Dominion of Canada, and the extent| of the authority 
of each such commission. 32 states, 3 territories and the District of Columbia 
and 3 Canadian provinces now have such commissions. 
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Bank securities. The exemption of securities issued by state and 
national banks, trust companies or building and loan associations of 
this state also dates back to 1913.6° The exemption was limited in 
the 1919 law to Wisconsin and federal banking institutions." In 
1921 the exemption was broadened to include land mortgage associ- 
ations-and other corporations organized or licensed to do business 
in this state, whose business was subject to the control and super- 
vision of the state banking commission,? and remained in that form 
until 1939 when the exemption was restricted to domestic banks and 
other domestic associations subject to the supervision and control of 
the banking commission and to national banking institutions, includ- 
ing securities of the Federal Housing Administration or insured by 
F.H.A. or any comparable authority.7* The 1941 law is the same 
in substance as the 1939 amendment. ; 


Securities of non-stock domestic corporations and of domestic 
corporations organized exclusively for educational, fraternal, benevo- 
lent, charitable, religious or reformatory purposes. This exemption 
also dates back to 1913. In 1921, securities of county fair associa- 
tions entitled to state or county aid were added to the exemption, 
later to be placed in the exempt transactions section.** Religious 
corporations were not included until 1927.74 In that year there was 
also added a provision exempting the sale to members of any of’ the 
listed corporations of its securities issued for the purpose of owning 
a club house, church, school, or other home buildings or grounds 
located within the state for the use of the organization of which such 
purchasers were members. The 1933 revision of the law struck out 
the exemption as to non-stock corporations, because the exemption 
was in no way related to the merits of the issue; and the portion of 
the exemption with reference to club houses, etc. was placed in the 
new exempt transactions section for the benefit of both stock and 
non-stock corporations.7*> The 1933 law required that evidences of 
debt of those non-profit corporations which were left within the 





@ Wis. Star. (1913) §1753-49 (e). 

” Wis. Stat. (1919) §1753-49 (e). 

™ Wis. Laws 1921, c. 442, Wis. Star. (1921) §1753-49 (e). 
” Wis. Laws 1939, c. 442, Wis. Stat. (1939) §189.03 (1) (j). 


™ Wis. Laws 1921, c. 442, Wis. Stat. (1921) §1753-49 (f); Wis. Stat. (1933) 
$189.05 (13). 


™ Wis. Laws 1927, c. 351, Wis. Star. (1927) §189.03 (6). 
"See infra, page 570. 
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exemption comply with the trust indenture provisions of the act," 
and the 1941 law is substantially the same.” 


Securities listed upon the New York, Boston or Chicago stock 
exchange. The 1913 law in its bill form and Bill 1026-A (1913) 
provided for exemption of securities listed upon the New York 
stock exchange only. The law as passed broadened the exemption 
to include securities listed upon the three principal exchanges and 
any other stock exchange approved by the railroad commission.” 
The 1919 law limited the exemption to securities listed on the New 
York, Boston and Chicago exchanges,”® and, except for minor 
amendments, this exemption remained until 1933. The wisdom of 
the listed securities exemption was seriously questioned after the 
stock market crash of 1929, and in 1931 a bill striking the exemption 
as to the Boston and Chicago exchanges was introduced by the com- 
mission.*® This bill was strenuously opposed by a number of dealers 
and by representatives of the Chicago Stock Exchange and failed 
of passage in that session. However, the 1933 revision of the law 
wiped out the exemption as to all three exchanges without any open 
opposition from the exchanges or from dealers. The argument in 
support of repealing the listed securities exemption was ably pre- 
sented before the hearing committee by Mr. Mathews. He stated that 
listing of securities does not actually publicize the financial affairs 
of the issuer, or give market information or a ready market for the 
security. A study made by the staff of the securities division in 1932 
revealed that a great deal of the listing on exchanges could have no 
other purposes than the avoidance of regulation, since there was at 
no time any activity in many stocks listed, and since it was the 
policy of some exchanges to encourage listing as an aid to original 
distribution. Further, the exemption was objectionable in that it 
amounted to a delegation of power to the exchanges. It is, of course, 
obvious that the removal of this exemption has extended the scope 
of securities regulation. However, as in the case of the public utili- 
ties exemption, the saving clause as to evidences of debt previously 
exempt, and a further provision of the 1933 law exempting securities 





™ Wis. Stat. (1933) §189.03 (1) (i); $189.07 (2). 

™ Wis. Stat. (1941) §189.06 (7); 189.13 (4). The 1941 law specifically pro- 
vides that the organization must be “. . . not for pecuniary profit, and no part of 
the net earnings of which inures to the benefit of any person, private stockholder 
or individual.” 

™ Wis. Srar. (1913) §1753-49 (d). 

” Wis. Srar. (1919) §1753-49 (d). 
” Wis. Senate Bills 1931, 13-S. 
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of any domestic corporation which were outstanding prior to the 
effective date of the 1933 act,®? cut down the effect of the repeal of 
the stock exchange exemption. These saving provisions were origi- 
nally construed by the securities department to include bonds of 
out-of-state issuers and domestic securities of all kinds which were 
listed prior to July 24, 1933. Subsequently the commission changed 
its interpretation to require stock exchange listing at the time of sale 
as well as prior to July 24, 1933 and this interpretation, which is 
written into the present law,*? narrows somewhat the application of 
the saving clause. 

Other securities which were at some time exempt from regis- 
tration. From 1913 to 1921, securities of any domestic corporation 
whose authorized capital stock added to its other outstanding securi- 
ties did not exceed twenty-five thousand dollars were exempt.** 
This exemption was dropped in 1921. 

In 1921 a new exemption was created for collateral trust notes 
or bonds provided they were secured by either government or public 
utility securities trusteed with a bank or trust company.** This 
exemption remained unchanged until the 1933 revision, when it was 
dropped. 

In 1929 investment trust shares, a new type of “manufactured” 
security, was added to the exempt list.8° The investments permitted 
to an investment trust under this section were of such character that 
the provision was almost immediately found to be unsatisfactory, and 
there were four bills before the 1931 legislature designed to increase 
control over such securities. Chapter 300 of the Laws of Wisconsin, 
1931, repealed the 1929 provision and created a new section on 
“unclassified securities”, which amounted to a repeal of the invest- 
ment trust shares exemption.*® This section was dropped in 1933, 
and since that time all investment trust shares have been subject 
to the registration provisions of the law, to the trust indenture pro- 
visions, and to additional supervision.** 





“™ Wis. Strat. (1933) $189.03 (1) (1). 

* Wis. Stat. (1941) $189.06 (9). 

Wis. Stat. (1913) §1753-49 (h). 

“ Wis. Laws 1921, c. 455, Wis. Star. (1921) §1753-49 (h). 

* Wis. Laws 1929, c. 294, Wis. Strat. (1929) 1§189.03 (4a). 

* Wis. Stat. (1931) $189.055. 

* Wis. Stat. (1941) §189.13 (4), (6). The provision that, “Certificates repre- 
senting proportionate shares in a fund of securities shall be registered and: sold 
in this state only upon compliance with such terms and conditions as the depart- 
ment may prescribe as necessary or appropriate in the public interest or for the 
protection of investors,” indicates an exceptional concern with this type of 
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ExeMpT TRANSACTIONS 


The exemption of certain types of transactions from the regis- 
tration provisions of the law is theoretically based upon some peculiar 
relationship between the parties warranting the exemption. Prior to 
1933 these transactions were listed with the exempt securities just 
discussed. Since 1933 they have been separately classified, which 
seems proper due to the difference in the theoretical basis for their 
exemption from registration. 

Closed corporations, partnerships, pools, or associations. The 
1919 law exempted the original sale of its securities by any Wis- 
consin corporation, the organization expenses of which including 
commissions on the sale of securities did not exceed $2,000.8% This 
exemption was amended in 1921 to permit sale by a domestic cor- 
poration of its own stock or securities without a certificate only if 
the total number of holders of such stock or securities would not, 
after such sale, exceed 25 and the total organization and promotion 
expenses of such issue did not exceed 2 per cent of the selling price.*® 
And in 1921 a new exempt transaction was created: the sale of an 
interest in a partnership, pool, or other company not a corporation 
limited to 10 members and the organization expenses of which did 
not exceed 2 per cent of the total invested capital.°° The closed cor- 
poration exemption was amended in 1927 by restricting the sale of 
securities other than stock to the stockholders of the corporation, 
thereby limiting the number of holders of securities of all classes to 
25.% The 1933 law increased the permissible size of partnerships, 
pools, and other companies to 25, and increased the permissible 
organization expenses of closed corporations to 3 per cent of the sale 
price of the issue and of partnerships, etc., to 3 per cent of the total 
invested capital, specifically forbidding payment of any commission 
or other compensation for the sale of both types of securities.® 
The 1941 law lowered the permissible size of such closed corpora- 
tions, partnerships, etc., to 15 holders, placed a maximum organiza- 
tion expense limit of 3 per cent or $100, whichever is greater, and 





securities. There are at present only about a dozen investment trust shares regis- 
tered for sale in Wisconsin, in contrast with‘an estimate that 80 per cent of all 
the securities authorized from July 1, 1932 to July 1, 1933 were investment ‘trust 
shares. 

“Wis. Stat. (1919) §1753-49 (1) (0). 

® Wis. Laws'1921, c. 442, Wis. Stat. (1921) §1753-49 (1) (0). 

* Wis. Laws 1921, c. 442, Wis. Stat. (1921) §1753-49 (1) (p). 

™ Wis. Laws 1927, c. 351, Wis. Stat.\(1927) $189.03 (15). 

” Wis. StaT. (1933) $189.05 (1), (2). 
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provided that the ownership of a fractional interest should be counted 
as one holder.® 

Membershtps in non-stock domestic corporations and securities of 
domestic corporations organized for the purpose of owning a club 
house, church, school or other home building or grounds for the use 
of the organization of which the purchasers are members. All se- 
curities of non-stock domestic corporations to whomever sold were 
included in the exempt securities provisions prior to 1933.% It was 
pointed out at the time of the 1933 revision that there is nothing 
inherent in the bonds of a non-stock corporation which makes them 
any better than those of a stock corporation, and the 1933 law 
restricted sale under the exempt transactions provision to member- 
ships in a non-stock corporation and to sale of securities of such 
a corporation to its members. The sale of securities for the purpose 
of owning a club house, etc., was exempt prior to 1933 only as to 
such organizations set up without capital stock. It was felt that the 
exemption should not hinge on the non-stock character of the cor- 
poration, and the 1933 law exempted the sale of securities of any 
domestic corporation, whether stock or non-stock, organized for the 
purpose of owning a club house, church, school, or other home 
building or grounds located within this state for the use of such 
organization of which the purchasers are members; provided that 
no profit goes to any “promoters” out of such sale. These pro- 
visions were carried over in the 1941 law.% 

Sale of motgage notes and securities secured by real estate mort- 
gages. The 1913 law exempted the sale of mortgages upon real or 
personal property where the entire mortgage was sold and trans- 
ferred with the notes secured by such mortgage.** This exemption 
was continued in the 1919 law, and in 1921 it was broadened to 
include the sale of bonds or notes secured by a mortgage lien on 
Wisconsin real estate, where the total amount of indebtedness se- 
cured by such lien or liens prior thereto did not exceed the sum of 
$15,000 and did not exceed 60 per cent of the then fair market value 
of such real estate.°* The 1933 revision limited the sale of real 
estate bonds or notes to those secured by first mortgage and cut the 





* Wis. Stat. (1941) $189.07 (1). 

™“ See supra, page 17. 

* Wis. Stat. (1933) $189.05 (3). 

* Wis. Stat. (1941) §189.07 (2). 

* Wis. Stat. (1913) §1753-49'(g). 

* Wis. Laws 1921, c. 442, Wis. Stat. (1921) §1753-49 (g). 
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maximum percentage of incumbrance created by such mortgage to 
50 per cent of the cash market value, less the amount of all special 
assessment taxes unpaid.®® The only further limitation in the 1941 
law is that the notes secured by mortgage must be sold in a single 
transaction,’ 


Sale by bona fide owner not an issuer or dealer. The law from 
1919 to 1931 exempted the sale of any securities by the owner for 
the owner’s account, if such sale was not made in the course of 
repeated or continued transactions.’°! In 1931, this exemption was 
limited to vendors other than issuers and dealers.1°? In Associated 
Gas and Electric Co. v. Public Service Commission, the claim of a 
holding company that it was a “bona fide owner” of the stock of a 
subsidiary corporation was raised. The claim was denied and in 
1939 the law was amended in order to prevent any similar claim in a 
case where the control might not be so apparent, by defining “issuer” 
as including any person directly or indirectly controlling or controlled 
by the issuer or under common control with the issuer.1°%* The pro- 
visions of the 1941 law with reference to this exemption are the 
same, except that the seller must not have been a dealer at' the time 
of acquisition of the securities as well as at the time of sale.1% 

Sale to any dealer, bank, trust company, insurance company or 
association engaged in the business of purchasing or holding securi- 
ties. The 1913 law exempted sales to banks, trust companies or other 
dealers,1° and the 1919 law exempted, “Securities issued by or sold 
by or to any bank, trust company, or building and loan associa- 
tion. .. .”2°' This exemption of sales by banks brought an immedi- 
ate storm of protest from dealers, who claimed that it would prac- 
tically put the investment brokers out of business, and amendment 
of the act was included in the call of the special session of the 1919 
legislature.1°° An amendment was drafted by the commission and 
passed the special session striking out sale by or to banks.’°® In 1921, 
the sale of securities to any bank, trust company, etc. or to any 





* Wis. Strat. (1933) $189.05 (4), (5). 

® Wis. Stat. (1941) §189.07 (3), (4). 

* Wis. Strat. (1919) §1753-49 (j).! 

* Wis, Laws 1931, c. 472, Wis. Stat. (1931) §189.03 (10). 
#8 221 Wis. 519, 266 N.W. 205 (1936). 

1% Wis. Laws 1939, c. 442, Wis. Stat. (1939) §189.05 (6). 
2 Wis. Strat. (1941) §18907 (5). 

2 Wrs. Strat. (1913) §1753-49 (i). 

Wis. Stat. (1919) §1753-49 (1) (e). 

** Wisconsin State Journal, Aug. 25, 1919. 

2 Wis. Laws Sp. Sess. 1919,:c. 1, Wis. Stat. (1919) §1753-49 (1) (e). 
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dealer was put back into the section,° and in 1929, sales to any 
insurance company authorized to do business in this state were also 
exempted.'!! This exemption has been unchanged since 1929. 


Sale of securities pursuant to a reorganization. In 1923, securi- 
ties issued to the security holders or creditors of a company in the 
process of a bona fide reorganization of such company made in good 
faith in exchange for the securities of such security holders or claims 
of such creditors if such security holders or creditors do not give or 
promise to give any other consideration for the new securities were 
placed on the exempt list.4* In 1927, this exemption was broadened 
to include the issuance in good faith of securities by a company, 
organized solely for the purpose of taking over the assets and con- 
tinuing the business of a predecessor company, to the security hold- 
ers or creditors of such predecessor company.'!* In, 1931, this pro- 
vision was amended by striking the requirement that the successor 
company be organized solely for the purpose of taking over the 
predecessor company.’’* The 1933 law made detailed provision for 
notice to the commission not later than the date of solicitation for 
exchange of securities, and for administrative control over the pro- 
ceedings.1!> In the 1941 revision of the law, this section was restated 
in very much its old form, with a new requirement of filing of infor- 
mation concerning the reorganization or merger by the issuer or a 
licensed dealer at least thirty days prior to the solicitation of any 
such exchange,!’® instead of the requirement of notification not later 
than the date of solicitation, which was found in the 1933 law. The 
former provisions for hearings and suspension or prohibition of such 
issuance or exchange have been omitted from the 1941 law, which 
contains a new section providing that: 


The department may call, or by order direct the calling of, a 
meeting of the security holders or the creditors or both affected 
by any exchange . . . to be held at such time and place and upon 
such notice and for the consideration of such matters as the 
department may approve.'?? 





2° Wis, Laws 1921, c. 442, Wis. Star. (1921) §1753-49 (1) (e). (The objec- 
tion was, obviously, to sales by, rather than sales to a bank). 

1 Wis, Laws 1929, c. 294, Wis. Stat. (1929) §189.03 (5). 

43 Wis, Laws 1923, c. 445,(Wis. Stat. (1923) §183.26 (1) (q). 

43 Wis, Laws 1927, c. 351, Wis. Stat. (1927) $189.03 (17). 

44 Wis. Laws 1931, c.'471, Wis. Stat. (1931) $189.03 (17). 

45, Wis, Stat. (1933) $189.05 (15). 

46 Wrs, Stat. (1941) $189.07 (13). 
. Stat. (1941) §189.10 (3). 
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The provisions of the 1941 law which will be discussed hereafter, 
making sales under the exemption provisions of the law permissive, 
only take the place of the suspension and revocation procedure. 

Other exempt transactions. Since 1919 the distribution of a 
stock dividend paid out of surplus has been exempt.''S In 1937 this 
provision was amended to cover the distribution of a dividend pay- 
able in stock, debentures, notes or any other securities’! and the 
1941 law also lists securities distributed in liquidation.!*° 

Sales of securities made by a court, executor, administrator, 
guardian, receiver or trustee in insolvency or bankruptcy, or a 
pledgee have been exempt since 1919; and in 1941 sales made pur- 
suant to court order in any reorganization proceedings were 
added.!*! 

The sale by a company of its stock for a delinquent assessment 
made according to law has been exempt since 1919, with the quali- 


fication added in 1941 that such a sale must be, “. . . made in good 
faith and not for the purpose of evading any provision of this chap- 
ter,”’133 


Sale of its securities by a domestic co-operative association organ- 
ized under chapter 185 of the Wisconsin Statutes has been exempt 
since 1919.'8 In 1921, the sale of its securities by a domestic county 
fair corporation was added to the exempt list.1** 


In 1941 there was added another exempt transaction : 


The sale of its securities by one corporation to another corpora- 
tion (a) in connection with a reorganization, recapitalization, 
consolidation or merger of either or both such corporation; or 
(b) where no public offering is involved and distribution of the 
entire issue is to not more than 5 corporations.’*° 


SECURITIES WHICH May Be Sotp Upon NOTIFICATION 


This is a new classification, contained in Section 189.08 of the 
1941 law, and replaces the classification which was described as 





U8 Wis, Strat. (1919) §$1753-49\(1) (i). 

9 Wis, Laws 1937, c. 144, Wis. Stat. (1937) §189.05 (7). 

Wis. Stat. (1941) $189.07 (6). 

1 Wis. SraT. (1941) §189.07 (7), (8). 

3 Wrs. Star. (1941) §189.07 (9).! 

3, Wis. Stat. (1941) $189.07 (11). 

%* Wis, Laws 1921, c. 442, Wis.'Srat. (1921) §1753-49 (1) (f); Was. Srar. 
(1941) §189.07 (12). 
5. Wrs, Stat. (1941) §189.07 (14). 
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“securities conditionally exempt” under the 1933-39 law.!26 Two 
types of securities which were described as “Class A”, prior to 1933, 
were put into the “conditionally exempt” classification in 1933, and 
could be sold, without registration, upon notice to the commission 
and until suspension of such right by the commission. They were: 


(1) Evidences of debt of corporations operating railroads or 
public utilities the issuance of which were regulated by a public 
service commission or similar body, provided that more than 
50 per cent of the business of the issuer for the last year was 
derived from the operation of railroad or public utility property 
to which it had title. 


(2) Evidences of debt of any corporation owning a business, 
property, or industry which had been in continuous operation 
not less than 10 years without default on principal or interest on 
any interest bearing securities and having a prescribed minimum 
record of earnings. 


Those provisions of the 1933 law were carried over, with some 
change, into the new classification of securities which may be sold 
“upon notification”,’*? and there were also added a number of other 
types of securities: 


(3) Preferred stock of public utilities corporations operating 
in the United States or Canada, providing certain standards are 
met as to continuous business operation, payment of dividends, 
interest, and other charges and record of earnings. 


(4) Common or preferred stock of any corporation, pro- 
viding certain standards are met as to continuous business opera- 
tion, number of stock holders, existence of a market for such 
stock, and prior public offerings. 





™ Wis. StaT. (1933) $189.04. 

“7 The standards for railroad and public‘utility securities which may be sold 
under this section were raised by adding the requirement that there shall have 
been no default'for three years next preceding such sale in the payment of interest 
on any of the interesting-bearing securities of the issuer or of any other organiza- 
tion whose business has been ‘or is being acquired by the issuer within such three 
year period, and that there shall have been a prescribed minimum record of earn- 
ings. The standards ‘for securities of an established business were amended by 
addition of an alternative to the minimum record of earnings requirement: that 
there be outstanding not less'than $5,000,000‘ of such evidences of debt, and that 
such evidences of debt are not sold by or on behalf of an affiliate of the issuer 
and have been offered initially at least'six months prior to sale under this exemp- 
tion. The 1941 law further provides, with reference to this exemption, that any 
exemption of\such securities terminates upon a public offering of a new issue 
of the same class. 

There is an apparent conflict in the 1941 law between Sections 189.06 (3) 
and 189.08 (1) (a) as to securities of railroads regulated by the I.C.C. Appar- 
ently, such'securities may now be sold either as exempt‘securities or upon notifi- 
cation. 
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_ (5) Securities of a class all the securities of which outstand- 
ing at the time of such sale have been continuously outstanding 
in the hands of the public either since August 1, 1919, or since 
the date of their issuance by way of a stock split-up or a stock 
dividend on securities meeting the requirements of this sub- 
section after August 1, 1919128 


(6) Obligations issued by state and local governments not 
exempt under section 189.06 (6), providing certain standards 
are met. 


SecuriTIEs WuHiIcH May Be Sotp Prior 
To REGISTRATION 


The difference between securities which may be sold prior to 
registration’*® and those which may be sold on notification lies in 
the fact that subsequent registration is in all cases required as to 
securities sold prior to registration, and may not be required at all 
as to securities sold upon notification. From 1919 to 1933, all securi- 
ties not exempted by the provisions of the act heretofore discussed 
were known as “classified securities” and were divided into “Class 
A” and “Class B” securities. Securities meeting Class A standards 
could be sold prior to permit upon terms making this class the equiva- 
lent of the securities which may be sold prior to registration under 
the law since 1933. The 1919 law, as amended by the special session 
of that year, classed two types of securities as Class A :}*° 


(1) Notes or bonds secured by a mortgage or deed of trust 
upon real estate or leasehold and the improvements thereon where 
the total value of such securities together with prior incum- 
brances did not exceed 60 per cent of the then fair market value 
of the mortgaged property. 

(2) Securities issued by a company owning a property, busi- 
ness or industry which had been in continuous operation not less 
than two years and which met certain standards as to earnings. 
Thereafter new types of securities were added to the Class A 


list from time to time.1*4 





8 This provision was in the 1933-39 law'under exempt transactions, qualified 
by a requirement of notice before sale which was not applicable to any other 
exempt ‘transaction listed, from which it appears that the section was misplaced 
and that such securities might be treated as a third class of securities conditionally 
exempt under the 1933 law. The same qualified exemption existed in the law 
from 1919 to 1933. Wrs. Star. (1919) §$1753-50 (5); (1925) §189.09. 

” Wis. Srat.' (1941) $189.09. 

” Wrs. Strat. (1919) §$1753-49 (2). 

™™ Wis. Laws 1921, c. 442, Wis. Stat. (1921) °$1753-49 (2); 1923, c. 445, 
$183.26 (2); 1927, c. 351, §189.05 (6), (7). 
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The securities rated Class A were intended to meet certain rigid 
statutory requirements which would indicate a high degree of prob- 
ability of security and investment merit. In the words of the 1919 
law, they were securities based on “established values or income”. 
Needless to say, the 1929 market crash soon unsettled most of the 
established values or income back of many of these securities. One 
of the major changes in the 1933 law was the abolition of the “Class 
A” and “Class B” ratings. It was felt that the use of those terms 
tended to be regarded by the investing public as tantamount to an 
investment rating resulting in reliance on the Class A permit as a 
recommendation, even though it was required that the advertising 
matter used in the sale of such securities contain a clause to the 
effect that the commission did not recommend as to value. Further, 
the Class B rating was found to be unfair, in some cases, to the 
seller; and it was concluded that the use of such symbols was not 
serving the desired purpose. It is interesting to note the change in 
interpretation of the legislative intent back of the Class A and B 
rating on the part of the administrators of the law. The annual 
report of the securities division for the period from July 1, 1920 to 
June 30, 1921 mentions the fact that there had been some criticism 
of the ratings system and stated that it was the view of the com- 
mission that such ratings were desirable because the average in- 
vestor was not capable of determining the difference between “in- 
vestment” securities and “speculative” securities for himself. How- 
ever, the annual report of the securities division for the period from 
July 1, 1931 to July 1, 1932 contained the following comment: “We 
believe, too, that the classification of securities into Class A and B 
is unwise. It goes without saying that the classification was not 
intended to indicate the investment grade of the securities.” 

The 1933 revision of the law, creating the new classification of 
securities which may be sold prior to registration, went back to the 
i919 Class A standards, cutting out all of the additions between 
1929-1931. The standards for mortgage bonds and securities of an 
established business were materially raised.'** 


The 1941 law defining securities which may be sold prior to 
registration is the same as the 1939 law, and permits the sale, pur- 





™ In 1939, the mortgage bond provision was amended by permitting sales 
prior to registration where the mortgage would become a first lien prior. to the 
issuance of such evidence of debt or where ‘proceeds of such sale would be 
impounded until such first lien is established. Wis. Laws 1939, c. 442, Wis. Star. 
(1939) §189.08 (1) (a). 
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suant to such provisions, of first mortgage notes or bonds up to 
50 per cent of the fair market value of the property, and securities 
of an established business having a prescribed earnings record. 


SecuRITIES SuByJECT UNCONDITIONALLY 
To REGISTRATION Prior TO SALE 


Prior to 1933, all securities rated as Class B were subject un- 
conditionally to registration. These securities were defined in the 
1919-21 law as “based on prospective income”.1*3 The abolition of 
the Class B rating in 1933 left all securities not meeting the stand- 
ards of some one of the wholly or partially exempt classifications 
subject to the registration requirements, but without any particular 
designation or rating as to such securities. The number and variety 
of securities and transactions which are either exempt from regis- 
tration or which may be sold merely upon notice to the department 
is still so great, after repeated narrowing of these classifications, that 
it is apparent that we are still far short of maximum regulation of 
the securities sold in Wisconsin. Unfortunately, the very existence 
of a securities law raises a presumption in the minds of uninformed 
investors—and most investors are, undoubtedly, in that category— 
that the state regulates all securities sales. The statutory provisions 
with reference to classification of securities have been reviewed here 
in detail because of the tremendous import of this part of the law. 


REGISTRATION PROVISIONS OF THE LAW 


From 1919 to 1933, a “permit” was required for the sale of 
securities not otherwise exempt by the law.’** In 1933, “registra- 
tion” was substituted for the permit system.’*®° The commission felt 
that the meaning of a permit was misunderstood and strongly urged 
the change with the hope that registration would connote less of an 
approval by the state. The permit system was established in the 1919 
law in spite of Governor Philipp’s recommendation to the contrary. 
In his message to the legislature in that year, he warned against the 
danger that permission to sell a security might be misrepresented to, 
or misunderstood by the public. The 1919 law took some cognizance 
of this warning in the provision that every such permit should recite 





3 Wrs. Stat. (1919) §1753-49 (2) (b). 
™ Wis. Stat. (1919) §1753-50 (1). - 
86 Wis. Stat. (1933) $189.06 (1). 




















July] HISTORY OF THE LAW 579 


in bold type that it was permissive only and did not constitute an 
official recommendation."** The present registration system is clearly 
less subject to abuse, and accomplishes the same purpose as the 
former system. 


Registration prior to any sale or offering of a security is required 
only for securities which do not meet the standards of any of the 
special classifications set up by the law. Prior to 1941, exempt se- 
curities and transactions and securities which were conditionally 
exempt or which could be sold prior to permit were wholly free from 
any requirement of registration. However, the 1941 law makes the 
sale of such securities without registration permissive only until the 
department shall, by order, prohibit further sales.1** Application to 
register the security covered by such an order is made the sole rem- 
edy and it is expressly stated that no person shall have a vested right 
to sell or offer securities for sale under any of the special classifica- 
tion provisions of the law. The scope of the registration requirement 
is thereby greatly broadened ; and it is possible, under the 1941 law, 
for all securities and transactions, except United States government 
securities, to be brought within the registration provisions of the 
law. 

The first step in the registration of a security under the 1941 law 
is the filing of a verified application in the office of the department, 
signed by the issuer or a licensed dealer, and containing such infor- 
mation as the department may require as “necessary and appropriate 
in the public interest or for the protection of investors.’’** Formerly, 
the statute specified the information required and listed the docu- 
ments to be filed, but it was thought by the department that such an 
enumeration could be only partial at best and that it might be a 
positive hindrance to a full disclosure in some cases. 

As has been pointed out previously, one weakness of the 1913 
law was that the commission was not required to take affirmative 
action after the issuer had filed his information. There is some indi- 
cation that the commission, upon receipt of the statement required 
by law, authorized ‘sales by letter,’°® but no formal permit was 
issued or registration performed. Since 1919, the administrative 
agency has been required to grant or deny the application for permit 





Wis. Stat. (1919) §1753-51 (2). 

*T Wis. Stat. (1941) §189.12. 

48 Wis. Stat.'(1941) $189.13 (2). 

1 B.A. of A. bulletin, Apr. 8, 1916. In Governor Philipp’s message to the 
1919 legislature reference was also made to‘ this practice. 
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or registration and, in addition to the application submitted, a detailed 
examination, inspection, audit or investigation of the affairs of the 
issuer may be made, the expenses to be borne by the applicant. 


Since 1919, the law has provided certain standards for the guid- 
ance of the administrative agency in the issuance or denials of per- 
mits and making of registrations. The standards provided by the 
1919 law were in somewhat general terms: 


. . . that the proposed plan of business of the company issuing 
the securities is not unlawful, unfair, unjust or inequitable and 
that the company intends to fairly and honestly transact its busi- 
ness and that the securities which it proposes to issue or sell, and 
the methods to be used in the issuing or sale of such securities, 
and the amount of commission to be paid on such issue or sale 
are not such as in the opinion of the commission will work a 
fraud upon the purchaser thereof. . . .1*° 
In 1921, the test for the amount of commissions was changed to read 
that they be “. . . not in the opinion of the commission unreason- 
able. . . .”41 Obviously, the standard of reasonableness gave the 
commission greater discretion than the fraud standard. 


The 1933 revision of the law set up a new and enlarged set of 
standards,'*? which appear substantially the same in the 1941 law.’ 

The substitution of tests of fairness, honesty, equitableness, pub- 
lic policy, and economic soundness, for the fraud test, is indicative of 
the change in concept of the purpose of security regulation. Whereas 
originally it was felt that the function of the state was to protect the 
public only against fraud, today it is thought that a legitimate func- 
tion of the state is to protect the public against unsound business 
ventures and against unfair and inequitable practices which may not 
constitute actual fraud. 


Provisions affecting only peculiar types of securities have been 
added from time to time. In 1921, it was provided that a permit for 
the sale of securities of an insurance company should not be issued 
without the approval of the insurance commissioner,’** and in 1927 
it was provided that no permit for the sale of evidences of debt 
guaranteed by an insurance, guaranty or suretyship company should 
be issued unless such guarantor should have been authorized by the 





“ Wis. Stat. (1919) §1753-51 (1). \ 
*™ Wis. Laws 1921, c. 442, Wis. Stat. (1921) §1753-51 (1). 
Wis. Stat. (1933) $189.07 (1). 
Wis. Stat. (1941) $189.13 (3). 
™ Wis. Laws 1921, c. 442, Wis. Stat. (1921) §1753-51 (1). 
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commissioner of insurance of this state to conduct a guaranty or 
suretyship business.’*° In 1927, it was also provided that securities 
carrying purchase warrants, subscription rights or conversion privi- 
leges should meet certain standards and that the solicitation of the 
exercise of such rights should be subject to commission control.'*® 
All of these provisions are contained in the 1941 law. 

Another provision of limited application is the trust indenture 
requirement added to the law in 1933, the most noteworthy feature 
being the requirement of a disinterested trustee.147 In 1941, the trust 
indenture provision was reinforced with stricter standards and com- 
pliance with the federal trust indenture act of 1939 is required.'*® 
Another provision of limited application governing registration of 
evidences of debt sold for the purpose of new construction work was 
added in 1933,!4° and is contained in the 1941 law.?*° 

An elaborate set of standards for registration of investment trust 
shares was also provided in 1933.1! It will be recalled that the 1931 
“unclassified securities” section governing the sale of such securities 
was dropped in 1933 and that investment trust shares of whatever 
nature have since then been required to be registered prior to sale. 
The 1941 law dropped out the special standards for investment trust 
shares and merely provides that they shall be registered and sold 
only upon compliance with such terms and conditions as the depart- 
ment may prescribe.’5? It will readily be seen that the registration 
provisions of the law have been greatly strengthened. The right to 
sell securities as exempt or under the notification provisions of the 
law has been reduced to a privilege, revocable in the discretion of 
the department. The “yardstick” for measuring securities to deter- 
mine whether or not they may be registered is more detailed and 
comprehensive than formerly, and provision has been made for many 
peculiar types of securities not adequately covered by the general set 
of standards. 

The life of registration was limited, for the first time, by the 1941 
law, which provides that registrations shall expire 5 years after date 
unless renewed upon application made at least 30 days before the 





“8 Wis. Laws 1927, c. 351, Wis. Stat. (1927) §189.10 (4). 
“* Wis. Laws 1927, c. 351, Wis. Stat. (1927) §189.10 (5). 
™™ Wis. Stat. (1933) §189.07 (2). 
8 Wrs. Stat.!(1941) §189.13 (4). 
“ Wis. Stat. (1933) $189.07 (3). 
2 Wis. Star. (1941) $189.13 (5). 
™ Wis. Stat. (1933) §189.07 (4). 
. Srat.'(1941) $189.13 (6). 
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expiration date.** The right to sell securities under Class A and 
Class B permits, and as conditionally exempt, expired January 1, 
1942. Registrations prior to the effective date of the 1941 law were 
made subject to all provisions of the 1941 law,’** and expire July 1, 
1946, unless renewed. No additional fees are required on renewal of 
registration, but the applicant is to pay the expenses of any examina- 
tion required. Since a security which fully meets all requirements of 
the law when application is made for registration may, very con- 
ceivably, be wholly unfit for sale after several years, the wisdom of 
tliese renewal provisions is apparent. 


NOTIFICATION PROVISIONS OF THE LAW 


In addition to the securities and transactions which are exempt 
from registration and those which are in all cases subject to registra- 
tion, there are the two classifications, previously discussed, which 
may be sold after notice to the department of intent to sell. The 
1941 law providing for sale upon notification in lieu of the condi- 
tionally exempt provisions found in the 1933 law carries over from 
the 1933 law the requirements of notice of intent to sell and of filing 
of advertising matter to be used in connection with the offering of 
the security. Under the “conditionally exempt” provision, the dealer 
wishing to sell the security, without registration, was required to 
notify the commission of his intention to do so not later than the date 
of offering the security for sale and, within 5 days after such notice, 
to file a copy of each circular to be used with the offering.’ The 
information to be given in the notice was specified and an elaborate 
procedure for suspension of the right to sell pursuant to notification, 
hearing, revocation of the suspension order, and order prohibiting 
further sale was provided. In the 1941 law, the requirements for 
filing of advertising matter are broadened ;** the old suspension 
procedure was abandoned and provision is made for a summary 
order prohibiting sale under such a notice until registration of the 





* Wis. Star. (1941) §189.15. 
™ Wis. Stat. (1941) §189.32. 
* Wis. Strat. (1933) $189.04. 
* Wis. Stat. (1941) $189.08. The 1941 law provides that the department 
shall collect as a filing fee for each notice of intent to sell upon notification, a fee 
of $2.50 from each dealer giving such notice. Wis. Stat. (1941) §189.29 (37). 
There was provision in the 1933-39 law with reference to securities conditionally 
exempt for payment of $10 for each issue‘of securities offered, irrespective of the 
number of notices of intent to sell filed. Wis. Stat. (1933) §189.21 (4).' It does 
not appear who was to pay the fee. 
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security..°* Further, under the 1941 law, the permission granted to 
sell securities upon notice expires five years from the date of the 
notice, unless the permission is extended or sales under such notice 
have been prohibited by the department. 

The notice required where sale is to be made prior to registration 
has been substantially the same from 1919 to date.1°* Under the 1919 
law, an authorized broker was permitted to offer, negotiate, or take 
subscriptions for the sale of any Class A security prior to making 
application for permit provided that at or before the time of offering 
the security, he notified the commission of the description of such 
security and before consummating any such sale, he applied for and 
secured a Class A permit,!°® and provided that he filed or had on file 
a commercial surety bond of $20,000 conditioned to repay any pur- 
chaser, on demand, moneys received from him if the security did not 
qualify as Class A, and to pay filing fees. By a 1921 amendment, 
completion of sales prior to application for or securing of a permit, 
as well as negotiation or offering for sale, was permitted, thereby 
greatly increasing the effect of the sale prior to registration provi- 
sion.’6! The requirement for filing of a bond was dropped in 1933 
since it was thought that the bond did not accomplish its purpose, 
leaving the purchaser entirely dependent upon the solvency of the 
dealer in the event of an election to rescind the sale.® 

The presence of these provisions for sale upon notification com- 
plicates the problem of regulation of securities because of the mixing 
of two different theories of regulation. These provisions, and the 
numerous exemptions from the registration requirements already 





*™ Wis. Stat. (1941) $189.11. Since such an order is not appealable, the only 
remedy ‘being to apply for registration of the security, this change in the law 
results in speedier and more effective control over, sales made upon notification. 

* Wis. Stat. (1941) §189.09 (2). 

*” The time within which application for permit had to be made was left to 
the discretion of the commission until 1925, when the time for making such 
application was fixed at 30 days after notice of intent to sell, or such further time 
as the commission might allow. Wis. Laws 1925, c. 381, Wis. Stat. (1925) 
$189.08. 

2 Wis. Stat. (1919) §1753-50 (4). 

11 Wis, Laws 1921, c. 442, Wis. Stat. (1921) §1753-50 (4). 

7° Tt had been the practice of the commission to permit the filing of a 
“blanket bond” under which the broker could pnoceed with the sale of any 
number of securities. In one case in which therd was subsequent litigation over 
the bond, the dealer had sold $55,000 of securities under one bond before the 
commission suspended his right to sell until a new bond was filed. Klatt v. 
Columbia Casualty Co., 213 Wis. 12, 250 N.W. 825 (1933). It was felt that the 
likelihood of reliance upon an inadequate bond offset any useful purpose which 
the bond served. 
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discussed, result in something much less than a complete registration 
system. 


POWERS OF THE ADMINISTRATIVE AGENCY 


The early proposals for securities regulation were noticeably 
chary in granting powers to the administrative agency, and the 1913 
law was emasculated in 1915 by repeal of the enforcement provi- 
sions of the law. The 1919 law gave the commission the following 
general powers :1®* To impose conditions upon the issuance and sale 
of securities ; to establish rules and regulations to insure the use of 
the proceeds of sale of securities for the purposes provided in the 
permit ; to amend, alter, revoke or temporarily suspend rights under 
a permit, for cause; to hold public hearings; to establish rules for 
the administration of the act ;'** to administer oaths, subpeona wit- 
nesses and documents; and to issue information in pamphlet form 
or by newspaper advertising regarding securities or practices in the 
sale thereof which appeared to be unfair, inequitable, or fraudulent. 
The commission’s powers remained the same, in substance, until the 
1933 revision. At that time, the power to impose terms and condi- 
tions in the registration of securities and the general rule-making 
power were amplified by enumeration of certain powers which had 
been previously implied in the more general statement of powers: 
to fix the sale price of securities; to fix maximum commissions; to 
require impounding and escrowing of funds; and to require reports 
of sales and information reports. The abolition of the permit system 
removed any reason for alteration of permits, amendment or re- 
classification ; instead, power was granted to suspend or revoke regis- 
trations. In addition authority was granted to make rules and regu- 
lations with reference to trust agreements, trustees and depositories ; 
to require reports of depositories of funds held in trust; to bring 
action to enjoin certain acts by any issuer, dealer, agent or other 
person which were defined as fraudulent, and to subpoena witnesses 
and documents for such purpose; and to establish rules to regulate 
advertising matter.1®© 





*® Wis. Stat. (1919) §1753-51 (3) (4), §1753-66. 

™ Prior to 1933 no general set of rules were promulgated by the commission. 
Certain general politics were followed but they were not reduced to general order 
and rule form. The first general order was dated August 9, 1933 and there have 
been ten general orders to date. Space does not permit of analysis of the subject 
matter of the rules and use of the rule making power. 
* Wis. Stat. (1933) §189.14. 
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The 1941 law contains a new provision of particular significance 
which extends the department’s powers far beyond those granted 
previously. On occasion prescribed by statute the department is given 
power to revoke a registration by “stop order”.'® The stop order is 
final, there being no provision for hearing or appeal, and is sum- 
marily issued. There is no longer any provision for suspension of 
registration, the stop order provision being substituted for the former 
cumbersome procedure of suspension, hearing and revocation. The 
added authority which this procedure gives to the department cannot 
be overestimated. The 1941 law also gives the department authority 
to demand a complete verified list of the stockholders of any do- 
mestic corporation and of any foreign corporation licensed in this 
state showing the amount of stock held by each, and makes failure 
to furnish such a list within 20 days after written request punishable 
by a forfeiture of not less than $100 nor more than $1000.1% 

The present broad powers of the department over exempt securi- 
ties and other privileged classifications were also arrived at by easy 
stages. The 1919 law gave the commission no power over exempt 
securities. In 1921, supervisory or “visitorial” powers over some 
exempt securities was granted,®* but the provision applied only to a 
limited group of securities and the authority to stop sales or fix terms 
and conditions on which sales could continue could be exercised only 
after a public hearing, if such hearing were demanded. By a 1923 
amendment, the commission was given power to issue an order 
temporarily prohibiting the sale of those securities over which it had 
supervisory power pending the furnishing of information and the 
making of an investigation.’*° The 1933 law made all exempt se- 
curities except government securities subject to review and elaborate 
procedure of demand for information, suspension, investigation, and 
final order was provided.’ There still was no authority to require 
registration of such securities, however. 

The provisions of the 1941 law changing the sale of securities 
without registration or prior to registration from a matter of right 
to a matter of permission have already been mentioned.’ In addi- 
tion, the 1941 law gives the department an alternative power to 








Wis. Stat. (1941) $189.16. 

* Wis. Stat. (1941) §189.17 (8). 

%8 Wis. Laws 1921, c. 442, Wis. StaT. (1921) §$1753-49 (1). 
1 Wis. Laws 1923, c. 445, Wis. Stat. (1923) $183.26. 

1 Wrs. SraT. (1933) $189.03 (2). 

™ See supra, p. 582. 
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impose upon the sale of any exempt security further limitations 
deemed necessary or appropriate in the public interest or for the 
protection of investors.'7? While the language of this latter section 
might be construed to grant these powers only as to individual 
exempt securities, the department has interpreted the authority as 
sufficiently broad to permit the imposing of additional requirements 
on an entire class of securities.'** It would seem to follow from this 
interpretation that the department could, by order, remove an entire 
group of securities from any of the. special classifications and make 
such securities unconditionally subject to registration. 


CONTROL OveR NEw ENTERPRISE AND OVER 
ADVERTISING 


Among the earliest proposals for securities regulation were 
schemes for controlling promotion and organization of new corpora- 
tions. The first director of the securities division said in his first 
annual report that the most common form of fraud was to get the 
public to put up money for a new venture in which it takes all the 
risk and the promoters all the profit, and that the biggest problem of 
the securities division in its first year was the control of new enter- 
prise improperly organized and with excessive organization costs.'™4 
Since i919, the securities law has placed strict limitations upon pre- 
incorporation subscriptions to the shares of a domestic corporation, 
virtually limiting subscriptions to the persons interested in organizing 
and promoting a corporation.'** Prior to 1933, the law contained 
elaborate provisions relating to the form and content of subscription 
contracts used in connection with the sale of Class B securities.’® 
In 1933 the regulation of subscription contracts was extended to all 
non-exempt securities and the commission was given authority in 
general language to regulate the form and content of such con- 
tracts.177 The 1941 law contains no separate provisions governing 
subscription contracts, the regulation of such contracts being within 
the general powers of the department. The problem of regulation of 
new enterprise, which was tremendous in the 1920's, became less 





12 Wis. Stat. (1941) $189.10 (4). 

8 General Order No. 10, Dept. of Sec., Aug. 27, 1941, creating Rule 13 
requiring a trust indenture for all evidences of debt of domestic non-profit 
corporations qualifying under (7) of §189.06. 

** Annual Rep. Sec. Div., Aug. 1, 1919 to June 30, 1920. 

3 Wrs. Stat. (1941) §189.13 (10). ’ 

*™ Wis. Stat. (1919) §1753-55 (1). 

*™ Wis. Stat. (1933) §189.10. 
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urgent in the depression years and now is practically non-existent. 

The regulation of advertising used in the sale of securities is 
another carry-over from early proposals for securities regulation. 
The 1913 law contained a very weak filing provision with! reference 
to advertising matter.’7* From 1919 to 1933, control over advertising 
matter was limited to Class B securities, but as to such securities, use 
prior to issuance of a permit and prior to filing of a copy with the 
commission was forbidden, and the commission had power to stop 
the use of any advertising matter found to be false or misleading or 
otherwise likely to deceive.17® The 1933 revision of the law made 
the advertising regulations applicable to the sale of any security and 
otherwise strengthened this provision.1*° With some minor changes, 
the 1941 law contains the same provisions for control of advertising 
used in connection with the sale of securities.1*? 


ConTROL Over DEALERS AND AGENTS 


The licensing and supervision of dealers and agents under the 
Wisconsin securities law is of no less importance than the registra- 
tion of securities. The exceptions to the registration provisions of 
the law are so numerous that it is obvious that this form of regula- 
tion alone does not reach all, or even the greater part, of the securi- 
ties sold within the state. However, control over dealers and agents 
under the present law is much more complete and far-reaching. 


Coverage: Definition of “Dealer” and “Agent” 


Dealer. From 1919 to 1933 the term “broker” rather than “deal- 
er” was used.18? The term “broker” has a more limited connotation 
than “dealer”, which is the proper term to be used in connection with 
the over-the-counter business. Until 1941, the test of selling for 
compensation was used. In 1941, the selling for compensation test 
was dropped and “dealer” is succinctly defined as, 


... every person, not an agent, who. . . engages in the business 
of purchasing or selling securities or executing orders for the 
purchase or sale of securities. . . .1%8 





*® Wis. Stat. (1913) §1753-51 (3). 
Wis. Stat. (1919) §1753-53. 

* Wis. Stat. (1933) §189.09. 

*™ Wis. Stat. (1941) $189.14. 

™ Wis. Stat. (1919) §1753-49 (d). 
* Wis. Stat. (1941) §189.02'(5). 
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There are certain exceptions stated in the definition: dealers in 
government securities were excepted in 1923;!** executors, admin- 
istrators, guardians, or other officers of the court, and pledgees were 
excepted in 1927 ;'*° persons or companies whose dealings in securi- 
ties are limited to sales of mortgage notes and of first real estate 
mortgage lien bonds or notes which are classified as exempt sales 
under other provisions of the act were excepted in 1933 ;!** and the 
1941 law excepts a person having no place of business in this state 
or whose dealings in securities in this state are limited to sales to or 
purchases from licensed dealers.'**7 The reason for each of these 
exceptions is apparent. 


The special bank licensing provision created by Chapter 153 of 
the Laws of Wisconsin, 1939, made a further amendment to the 
“dealer” definition. It was provided by that chapter that, 


. .. any bank or trust company exercising banking powers which 
merely executes orders for purchase or sale of securities as 
agent for the purchaser or seller, has no direct interest in the sale 
or distribution of the security ordered or sold, receives no com- 
mission, profit, or other compensation from any source other than 
the purchaser or seller, delivers to the purchaser or seller written 
confirmation of the order which clearly states its commission, 
profit or other compensation, and purchases from or sells the 
security to a dealer licensed in this state. . . ., 
is excepted from the definition of “dealer”.1** The bill creating this 
special bank licensing provision was introduced at the request of the 
Wisconsin Banker’s Association. Prior to this enactment, there was 
serious question as to the legality of the practice of banks buying and 
selling securities for their customers without being licensed as a 
regular dealer. The bank licensing provision legalizes such agency 
transactions upon compliance by the bank with the very simple re- 
quirements of the law.’%® The requirement that banks acting as 
agent for the purchase and sale of securities under the license pro- 
visions consummate their transactions through licensed dealers was, 
of course, approved by dealers, and is, in the opinion of the director 
of the securities department, a fair and proper limitation upon 





™ Wis. Laws 1923, c. 445, Wis. Stat. (1923) §183.29 (2). 

8 Wis. Laws 1927, c. 351,'Wis. Strat. (1927) $189.02 (2). 

™ Wis. Laws 1933, c. 158, Wis. Stat. (1933) §189.02 (2). 

“ Wrs. Srat. (1941) §189.02'(5) (d). 

8 Wis. Laws 1939, c. 153 and c. 442, Wis. Srar. (1939) §189.02 (2). 
“ Wrs. Stat. (1939) §189.145,'(1941) §189.28 (2), (3). 
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banks.’°° There are licensed dealers in the state selling all types of 
securities so that banks are in no way restricted to a limited selection. 
The reasons for the requirement were two-fold: dealers in Wiscon- 
sin must comply with all the requirements of the law and it would be 
unfair to them to create a privileged class of bank dealers; and it 
closes the door to sales of unqualified securities through banks. The 
1941 law consolidates all provisions with reference to bank licensing 
under one section of the statute; it is otherwise unchanged. 


Agent. The term “agent” was defined by the 1919 law as: 


. +. €very person employed or appointed by a company or a bro- 
ker, directly or indirectly, who in this state either as an employee 
or otherwise, for a compensation or as a participant in any com- 
pensation, sells, offers for sale, negotiates for the sale of, or takes 
subscriptions for any security for the sale of which a permit has 
been issued. . . .1%1 


This definition was frequently amended to conform to the changes 
in the definition of “dealer”, the same exceptions being added to both 
sections. In 1937 a special exception was added to the agent defini- 
tion taking out persons licensed by the banking commission and 
selling securities issued by banks, building and loan associations and 
other corporations while under the supervision of the banking com- 
mission and while acting exclusively for such bank, etc., as an agent 
for the distribution of such securities.1°? This exception was ended 
in 1941. The 1941 law simplifies the definition by defining as an 
“agent”, “. . . every individual, not a dealer, who in this state repre- 
sents or acts for a dealer or issuer in the sale of any security .. .” 
except United States government securities.°%° The 1939 amend- 
ments with reference to bank licensing also excepted from the defini- 
tion of “agent”, “. . . an officer or employee of any bank or trust 
company exercising banking powers and having a license as pro- 
vided in section 189.145”.1% This exception is now found in the 
bank licensing provision of the 1941 law. 





Zeller, supra, note 4. 
™ Wis. Stat. (1919) §1753-48 (e). ' 
8 Wis. Laws 1937, c. 144, Wis. Stat. (1937) §189.02 (1). But see, Wis. Srar. 
(1939) §189.025 requiring dealers’ and agents’ license for sale of federal building 
and loan securities. 
© Wis. Strat. (1941) $189.02(7). ' 
™ Wis. Laws 1939, c. 153, Wis. Stat. (1939) $189.02 (1). 
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LicENSE REQUIREMENTS 


Since 1919 a license has been required for dealers and for agents 
doing business within the state. The permit has been, throughout, 
an annual permit expiring on December 31 next after issuance. 

The 1913 law excepted dealers in exempt securities from the 
license requirement, and made no provision for agents’ licenses. 
While the 1919 law in terms required both dealers and agents to be 
licensed, prior to 1931 the introductory portion of the exempt se- 
curities section was construed as excepting dealers and agents selling 
exempt securities from the licensing requirements of the law. In 
Dorner v. Doherty,’ the court analyzed the introductory portion of 
the exempt securities section and concluded that until an amendment 
in 1931 from which it clearly appeared that the exemption was to 
extend only to the necessity for a permit, the exemptions section 
took such securities entirely out of the statute. The case held that 
an unlicensed agent who sold exempt securities in 1929 did not vio- 
late the law. The case did not involve an unlicensed dealer, but it 
would seem that the decision applied to both dealers and agents prior 
to 1931. The 1941 law makes no exceptions from licensing require- 
ments other than those exceptions found in the definitions of “deal- 

“er” and “agent”. 

The provisions with reference to application for license have been 
substantially uniform. A verified application setting forth certain 
information with reference to the applicant and its business history 
and personnel has been required of dealer applicants. From 1919 to 
1941 a verified application for agents’ license setting forth such 
information as the commission called for was required of the broker 
or issuer whose securities the agent was to sell. The 1941 law seems 
to contemplate that the application for license shall be made by the 
agent jointly with the dealer or issuer for whom he is to act.!® 
It has been uniformly required that if the applicant is a foreign 
corporation it shall be licensed to do business in this state, and if not 
a corporation, that it shall file written power of attorney appointing 
an officer of the department its attorney for service of process.’ 
Since 1923, it has been required that the department be notified of 
changes in personnel of any licensed dealer.* 





* Wis. Star. (1941) '§189.03. 

222 Wis. 101, 267 N.W. 46 (1936). 

Wis. Stat. (1941) $189.04 (1) (a).‘ 

** Wis. Stat. (1941) $189.04 (1) (b). 

™ Wis. Laws 1923, c.\445, Wis. Stat. (1923) §183.29 (3). 
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Administrative action on each application for license, culminating 
in issuance of a license or denial of the application, and notice to the 
applicant of the reason for such denial, is required. The department 
has always had investigatory powers similar to those granted in con- 
nection with application for registration. The 1933 revision of the 
law added, as a subject for investigation of dealer applicants, the 
competency of its officers, directors, partners, trustees or members, 
and also the requirement that the expense of investigation be paid 
by the dealer or agent applicant.?” 

The standards for determining whether a license shall be issued 
have been raised in the various revisions of the law. Prior to 1941, 
the standards were merely that the commission be satisfied of the 
good business repute of the applicant and of its officers or members 
and that the general business methods of the applicant were fair and 
equitable.2"" In the 1933 law, the term “good business repute” was 
changed to “trustworthy and competent”, perhaps due to the doubts 
cast upon the standard of good business repute by the revelations of 
the depression years.””* This standard laid down by the 1941 law is 
that the department shall find it is appropriate in the public interest 
that a license be issued.*°* The new standard, while encompassing 
all of the old, goes much further in that considerations of a general 
nature not personal to the applicant, such as the number of licensed 
dealers and agents, may be grounds for denial of a license. No 
specific findings are required as a basis for granting or denial of 
a license. 


PowWERS OF THE ADMINISTRATIVE 
AGENCY OvER DEALERS AND AGENTS 


A necessary corollary of licensing is, of course, the power to 
suspend or revoke licenses. The 1919 law gave the commission 
power to revoke any broker’s or agent’s certificate on finding of 





Wis. Stat. (1933) §189.12 (3). 

™" Wis. Strat. (1919) §1753-52 (2). f 

™ Wis. Stat. (1933) $189.12 (3). Rule 1, General Order No. 9, Department 
of securities, carries‘ over the “trustworthy and competent” provision. The rule is 
as follows: 

“No person or company shall be‘ licensed as a dealer and no person shall be 
licensed as an agent unless satisfactory evidence shall have been furnished to the 
Department of Securities of the trustworthiness of the applicant, officers, directors, 
members or trustees, and of their capacity to engage in the business of dealing in 
and selling securities. Such evidence shall be in writing or shall be determined by 
oral or written examination before the a of Securities or its duly 
authorized agents.” 
™° Wis. Srat. (1941) $189.04 (a). 
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violation of the securities law, misrepresentation to the commission 
in its applications, false statements to or concealment of essential 
facts from any purchaser, or past or prospective fraudulent transac- 
tions.°* The commission was also given power to suspend or revoke 
the authority to sell any specific security, while still leaving the deal- 
er’s or agent’s license in force, on finding of a violation of the 
securities law in the sale thereof, or that further sales would be 
unlawful, unfair, unjust or equitable, or work a fraud on the pur- 
chaser. In 1923, several additional reasons for revocation were 
added: unfair or inequitable business method; violation of a com- 
mission rule or order; change in personnel ending the right to a 
broker’s certificate under the provisions of the law; that any officer, 
director, trustee or partner had been guilty of any conduct which 
would be cause for refusing or cancelling a broker’s certificate to 
such person as an individual.2°* Two more reasons for revocation 
were added in 1933: promising dividends in selling a security unless 
such dividends had already been declared ; and directly or indirectly 
dividing commissions with a person not licensed either as a dealer 
or agent.?7 

In 1939, another more specific set of grounds for suspension or 
refusal of license was superimposed on the old provisions for sus- 
pension and revocation.””* In the 1941 revision, this overlapping and 
duplication was eliminated by a thorough restatement of the suspen- 
sion and revocation powers,”® which carried over and consolidated 
the former provisions with only slight changes. The only reason for 
revocation of license formerly stated in the law and omitted in the 
1941 revision was the making of a promise of dividends unless such 
dividends have already been declared. It would seem that the general 
grant of power covers this, without specific statement as a separate 
ground for revocation. 

In 1923, the suspension and revocation powers of the commission 
were qualified by inclusion in the statute of specific hearing require- 
ments. The procedural provisions were cumbersome and slow. No 
order of revocation could be made until the certificate in question 





™ Wis. Star. (1919) $1753-52 (2). 
** This provision is now found in Wis. Srat.“(1941) $189.14 (14). 
Wis. Laws 1923, c. 445, Wis. Strat. (1923) $183.09. 
™ Wis. Laws 1933, c. 158, $189.12 (9). The prohibition upon splitting of 
commissions is a refinement on an earlier provision forbidding “decoys”. WI1s. 
Stat. (1925) $189.20. 
™ Wis. Laws 1939, c. 442, Wis. Star. (1939) $189.14 (8). 
™ Wis. Stat. (1941) $189.04 (2) (3). 
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had been suspended for thirty days. Within the 30 days, the holder 
of the certificate could make written demand for a public hearing, 
and no order of revocation could then be made uatil after such hear- 
ing.*4° The introduction of the 30 day waiting period before revoca- 
tion resulted, obviously, in a lessening of the commission’s powers. 
The 1933 amendment further weakened the law by adding a re- 
quirement of hearing on not less than five days notice prior to sus- 
pension of a license, the suspension to become final unless within 
30 days thereafter application was made for a hearing. In the 1941 
law, power of immediate ex parte suspension of license was re- 
instated. There is now provision for hearing on not less than five 
days notice prior to revocation and any time after notice is given 
the department may suspend the license if it believes such suspension 
necessary or appropriate." 


Just as power to suspend and revoke licenses is a necessary con- 
commitant to the licensing of dealers and agents, supervision of those 
dealers and agents licensed is an essential to effective regulation. 
This phase of securities regulation has been materially strengthened 
by recent amendments of the law and is heavily stressed by the 
present director of the department. The 1919 law called for reports 
of sales and other information from licensed dealers required by the 
commission.”12, This provision has been carried forward in each 
revision of the law and is substantially the same in the 1941 law. 
By rule licensed dealers are now required to file monthly reports 
showing all securities sold during the preceding month other than to 
dealers, banks, trust companies and insurance companies, and other 
than United States government securities.?14 


The 1933 law gave the commission power to fix fair and reason- 
able maximum charges, profits, commissions, or other compensation 
for the sale of securities ; to make rules for the conduct of the busi- 
ness of dealers and agents; and investigate any dealer’s records and 
files.244 In 1939, the discretionary power of examination of books, 
records, etc. was changed to a mandatory annual investigation of the 
business of each dealer, which may be made without previous notice 
to the dealer, and at his expense.7"> At the same time, a requirement 





™°Wrs. Strat. (1923) $183.29. 

™ Wis. Stat. (1941) $189.04 (4). 
™3 Wrs. Strat. (1919) §1753-54. 

™* Departmental Rule 7. 

™4 Wrs. Stat. (1933) §189.14 (6) (7). 
™5Wrs, Stat. (1939) $189.14 (7) (c). 
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that dealers maintain records of all securities transactions, to be kept 
within the state or made available on request of the director, was 
added to the law; and the director was given power to prescribe 
standard records to be kept. The provisions of the 1941 law are the 
same as to these matters of investigations and records.7"* The de- 
partment has extensively exercised its rule making power in this 
field. At present there are rules with reference to annual statements 
of assets and liabilities, records as to transactions on discretionary 
accounts, written confirmation of all sales, commissions on solicited 
orders for purchase, reports of commissions on solicited agency 
transactions, limitation of underwriting and other expenses and de- 
tailed records to be kept current and to be preserved by dealers. 


SANCTIONS OF THE LAw 


There has been repeated reference in this article to the weakness 
of the first Wisconsin securities law which granted scant authority 
to the administrative agency and relied for enforcement upon rela- 
tively nominal fines and short sentences. Research has not disclosed 
any convictions for violation of the law between 1913 and 1919. The 
sanction provisions of the 1919 law were a considerable improvement 
and since that date the trend has constantly been in the direction of 
enactment of more effective sanctions.?"* 


PROCEDURAL PROVISIONS OF THE LAW 


The procedural provisions of the Wisconsin securities law are, 
necessarily, somewhat detailed and cover a variety of topics. No 
attempt will be made here to discuss these provisions in detail. A 
few of the more important additions and changes which have been 
made during the regulatory period are, however, worthy of mention. 

Attorney. From 1919 to 1933, the law placed the responsibility 
for prosecutions upon the attorney-general and district attorneys.*” 
In 1933, authority was granted to add one or more of the attorneys 
employed by the commission to the attorney-general’s department as 
special assistant attorneys-general, to devote full time to the work 
of enforcement of the act. The 1933 revision further provided for 





™* Wis. Stat. (1941) §189.04\ (6). 

™" General Order No. 9. 

=* On sanctions generally see p. 627 of this issue. 
™° Wis. Stat. (1931) $189.24. 
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certification of the record of any investigation to the district attorney 
of the county in which the action would lie, and required the district 
attorney to file a written statement with the commission of the action 
taken within 90 days after receipt of the record. It was also provided 
that the commission should, upon request, assist in the prosecution 
of any such case.?”° 


Appeal from the administrative agency. Important changes have 
been made in pre-appellate procedure. Prior to 1933, the act merely 
provided for appeal to 'the circuit court of Dane County, in the 
manner and subject to the limitations prescribed in the provisions 
for appeal from the parent commission contained in a separate chap- 
ter of the statutes. The 1933 revision contained a separate pro- 
cedural section. The'1941 law made a change in appellate procedure 
occasioned by the increase in provisions for ex parte orders in the 
1941 law." Within 30 days after an order has become effective 
without hearing, an application may be made for a hearing and such 
hearing shall be held within 10 days thereafter. Within 20 days 
after such hearing or any hearing otherwise held by the department, 
application may be made for a rehearing, a prerequisite to appeal. 
The provisions for appeal are, otherwise, substantially the same in 
substance as those of the old law. 


CoNCLUSION 


One of the purposes of research into the history of a statute is 
to discover the reasons for its enactment and content. There is, of 
course, no question ‘about the general purpose of securities legisla- 
tion. However, proof of the legislative intent back of particular 
provisions of the law and the reasons for the adoption or rejection 
of proposed changes in the law are often very difficult, or entirely 
impossible, to discover. The records of hearings preserved by the 
committees of the legislature are most inadequate, containing nothing 
but the appearances in support of, or in opposition to the bill under 
consideration. Until some adequate system is adopted for reporting 
and preserving arguments before hearing committees and for pre- 
serving a record of the consideration given by the committee mem- 
bers to a bill, research into the history of legislative ‘enactments in 
Wisconsin is dependent upon such unauthoritative sources as news- 





™ Wrs. Stat. (1933) §189.17 (1). 
™ Wis. Stat. (1941) §189.22. 
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paper reports, private records and the fallible memories of indi- 
viduals. 

Fortunately for the student of legislation in Wisconsin, the 
Legislative Reference Library has preserved a considerable mass of 
data which would otherwise be unavailable. Probably the most 
illuminating single source of information which the writer found on 
this subject was the mimeographed transcript of the statement in 
support of the 1933 revision of the securities law made by Mr. 
George C. Mathews, then director of the ‘securities division, before 
the hearing committee of the legislature. If the preservation of such 
records as a regular practice is not feasible, a full report-of the 
changes made in the law and of the reasons for such changes might 
be required of the administrative agency itself after each session of 
the legislature. The annual reports submitted to the Governor do 
not perform this function and in their present brief typewritten form, 
are not even readily available. 

The development of the statute law of government regulation of 
the securities business has been a continuing process of adjustment 
and compromise—-adjustment to the never-ending changes in the 
nature and practices of the business sought to be regulated and to 
changing economic conditions, and compromise between the interests 
of investors and the desirability of maintaining a free flow of capital 
for the development of legitimate and economically sound enterprise. 
The exact degree to which these processes have been successfully 
carried out in the statute law of this state is, of course, impossible of 
determination. However, there is apparent, throughout the amend- 
ments and revisions of this law over a period of nearly three decades, 
a gradual strengthening of the law, and it can be said without hesi- 
tation that the 1941 securities law is an improvement over any of its 
predecessors, both in form and content. 




















THE NATIONAL ASSOCIATION OF SECURITIES 
DEALERS: ITS ORIGIN AND OPERATION* 


Pau S. GRANT 


. 


The National Association of Securities Dealers, Inc., (hereafter 
called the N.A.S.D.) became effectively registered on August 9, 
1939 as a national securities association under section 15A! of the 
Securities and Exchange Act of 1934 and is the only association 
presently registered under section 15A. This section, popularly 
known as the Maloney Act, became effective in 1938. The Maloney 
Act was passed primarily to provide for cooperative regulation of 
the over-the-counter market by placing the burden of such regula- 
tion upon representative organizations with the government exer- 
cising supervisory powers. 

A brief survey of the activities of the securities business and its 
regulation both by the government and by its members will be useful 
in understanding the functions and purposes of the N.A.S.D. 

Securities dealers distribute securities which provide issuers new 
capital, and they redistribute securities already outstanding. Their 
activities in carrying out these functions take two forms: acting as 
purchasers and temporary owners of securities which are reoffered 
to investors; and acting as brokers or agents of investors and of 
issuers who are selling or purchasing securities. There are dealers 
who act solely as underwriters of new issues; there are others who 
act solely as brokers of outstanding issues; some do both and also 
take positions as principals in outstanding issues. Some handle mu- 
nicipal bonds exclusively, some do a business of trading solely with 
other dealers. Most dealers combine various activities. 

Dealers are regulated by various laws and rules—principally, the 
Securities Act of 1933, the Securities and Exchange Act of 1934, 
and, in this state, the Wisconsin Securities Law. Transactions on 
securities exchanges and transactions in municipal and government 





*A layman writing for the Wisconsin Law Review must warn its readers 
that the language will not be that of the legal profession but of the investment 
business, and that on advice of counsel any resemblance to fact is purely’ coinci- 
dental. This article is solely the responsibility of the author and is not in any 
way an expression of policy by the National Association of Securities Dealers. 

152 SraT. 1075, 15 U.S.C. $$ 780 (c), 780-3, 78q (a), 78cc (b), 78ff (c) 
(Supp. 1938). 
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bonds do not come under the N.A.S.D., since the Association (while 
it has members who are exchange members) is limited in its juris- 
diction to transactions in the over-the-counter market, and since 
governmental and municipal securities are exempt. 


The first standards of practice were set by the stock exchanges, 
relating solely to their members, and by the Investment Bankers 
Association of America, which did not have power to enforce rules 
and merely made statements of policy on some subjects, such as out- 
lines of material considered desirable in a prospectus. During the 
depression the N.R.A. gave the investment business an opportunity 
to organize so that it could attempt self regulation. The members 
had never had such an opportunity, welcomed it, and under the 
N.R.A. Code developed rules of fair practice. When the N.R.A. 
ended, an informal organization, the Investment Bankers Confer- 
ence, made an effort to continue the Code as a standard of practice 
and at the same time, in consultation with the Securities and Ex- 
change Commission, worked out the Maloney Act. I believe it can 
be stated fairly that both the industry and the S.E.C. agreed in prin- 
ciple that detailed regulation of practices by the S.E.C. should be 
avoided if possible, but on the other hand that a voluntary associa- 
tion of dealers without power to enforce its rules would be meaning- 
less. 

The Maloney Act created the first opportunity for the security 
dealers to Organize a national association with power to make and 
enforce its rules. 


The Certificate of Incorporation states the following purposes: 


1. To promote through cooperative effort the investment 
banking and securities business, to standardize its principles and 
practices, to promote therein high standards of commercial honor, 
and to encourage and promote among members observance of 
Federal and State securities laws; 

2. To provide a medium through which its membership may 
be enabled to confer, consult, and cooperate with governmental 
and other agencies in the solution of problems affecting investors, 
the public, and the investment banking and securities business ; 

3. To adopt, administer and enforce rules of fair practice and 
rules to prevent fraudulent and manipulative acts and practices, 
and in general to promote just and equitable principles of trade 
for the protection of investors ; 

4. To promote self-discipline among members, and to investi- 
gate and adjust grievances between the public and members and 
between members. 
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Membership is open to any dealer in securities, unless the dealer, 
or any partner, director, officer, branch manager, or “controlling 
person” of the dealer has been suspended or expelled from a National 
Association or from a Securities Exchange, or has had registration 
revoked by the S.E.C., or, in the case of an individual, if his conduct 
was a cause of such suspension, expulsion or revocation.*? The pur- 
pose and effect of this provision is to make the Association truly 
national, the only bar to membership being a record of previous 
expulsion. Withdrawal from business automatically terminates mem- 
bership, and a member may resign at any time, provided in either case 
indebtedness to the Association is paid and no complaint or action is 
pending against the member. 

The membership of the N.A.S.D. is about 2,600 and it is believed 
that it includes some 90% of all eligible dealers. Certainly all the 
large dealers are members. Two motives induce dealers to join. One 
is the desire to participate in an industry movement toward higher 
standards and self-regulation. The other is the economic necessity or 
advisability of membership. The Rules of the Association contain 
an economic sanction prohibiting the granting of selling group or 
other concessions by a member to any one not a member, so that any 
dealer who wishes to participate with members in underwriting or 
selling groups must himself be a member. This is the so-called 
“primary distribution” of new issues. It is probable that of the deal- 
ers in the Association at least half participate to some extent in these 
distributional activities, and therefore must be members. But since 
the remainder who are engaged entirely in secondary distribution of 
outstanding issues are unlikely to receive these concessions and par- 
ticipations, their motives for membership are less compelling. The 
result is that when a dues bill comes, or when a complaint is filed, or 
when an examiner comes around, the dealer may decide he doesn’t 
have to be a member, and would rather not, and resigns. It might 
seem that the gradual tendency would be to narrow the membership 
down to a smaller, and not truly national, group. It is probable, 
however, that the dealers in the N.A.S.D. represent such an over- 
whelmingly large part of the over-the-counter business that the 
winnowing process may have its uses. Imagination can see the de- 
velopment under the N.A.S.D. of professional standards strictly 
enforced; and the realization by government agencies that their 
scrutiny is most usefully employed on non-members. There is also 





* See The Application of J. A. Sisto & Co., 7 S.E.C. 647 (1940). 
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the possibility that some more widely applicable economic sanction 
may be introduced to make membership desirable—even necessary— 
for all dealers. 


Each member has one vote in the election of the Board of Gov- 
ernors and of District Committeemen, but in voting in a district 
where a branch office is located the member may also have one vote 
on matters pertaining to that district. 

On the other hand, dues are assessed partly on a basis of the 
number of personnel and partly on a basis of the type and volume 
of business done. “Originators” and large underwriters, regardless 
of the size of the organization, pay a proportionately higher assess- 
ment. 

Administration is vested in a Board of Governors, elected from 
the fourteen districts—five from the New York district, three from 
the Central States district, two from California, and one each from 
the others. Each District also elects a District Committee, which has 
certain powers and duties. A full-time staff is employed both at the 
national headquarters and at some district offices, but members give 
their time without pay. 

National standing committees are Executive, Finance, Quota- 
tions, Uniform Practice, Business Conduct, and an Investment Trust 
Underwriters’ Committee. The District Committees usually appoint 
Quotations, Uniform Practice, and Business Conduct Committees. 
This enumeration will introduce the principal activities of the Asso- 
ciation. General policy making is, of course, centralized in the Board 
of Governors, but the District Committees have the burden of 
applying the Association’s purposes, powers, and rules. 


The Uniform Practice Committees have the responsibility of 
enforcing and studying the operations of the Uniform Practice Code 
of the N.A.S.D. This code has to do with the settlement of con- 
tracts and trading practice, principally between dealers. Because of 
the technical nature of the subject and because it seldom affects the 
public it need not be discussed at length. 


The results of the Uniform Practice Code have been beneficial in 
standardizing practices between dealers in the over-the-counter mar- 
ket. Before the adoption of the code, dealers had a working under- 
standing of their transactions and a surprisingly small number of 
disputes. The code, however, having been written with a knowledge 
of usual practices and of what difficulties had developed, has made it 
possible for dealers all over the country to transact business on a 
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uniform basis and also has given them either in the local uniform 
practice committees or in the National committee an arbitrator of 
their disputes. With nearly all transactions handled over the tele- 
phone and the remaining few by wire or teletype it is remarkable 
that there are so few misunderstandings of contracts between deal- 
ers. Many millions of dollars of business all over the country be- 
tween individuals who have never seen each other are handled ex- 
peditiously and accurately with no real problems, and it may be said 
that the standard of honor between dealers may be proved by this 
fact to be unimpeachable. ’ 

In the over-the-counter market there is no mechanism by which 
transactions or bid and asked prices are publicized automatically as 
in the case of the stock exchanges. For the protection of the public, 
therefore, the Quotations Committees of the N.A.S.D. are endeavor- 
ing to secure quotation of unlisted securities in various newspapers 
and financial publications. These quotations are furnished by the 
N.A.S.D. and since many of the securities are traded locally but not 
nationally, the problem is both a national and local problem. Some 
quotations, such as those of the stocks of the large banks, insurance 
companies and investment trusts, in which there is a national in- 
terest, are uniform throughout the country. Other quotations are 
furnished by the local committees to the local newspapers. Chase 
National Bank, for instance, would be quoted in New York by the 
New York Committee and the quotations sent out along with similar 
stocks to newspapers all over the country. On the other hand, Wis- 
consin Electric Power Company Preferred Stock would be quoted 
in the Chicago papers and Wisconsin papers, but probably not else- 
where. The central states district has a Quotations Committee in 
Chicago and subcommittees in other states or cities in the district 
handling local quotations. 

Because there is no machinery for gathering actual transactions 
in the over-the-counter securities, the formula by which the quota- 
tions are worked out is based on bid and asked prices rather than 
actual sales. Further, because transactions in over-the-counter se- 
curities are generally what is called “secondary distribution” involv- 
ing retail sales to investors, the quotations committees ‘try to develop 
from their knowledge of each security a fair spread between the bid 
and asked prices quoted, so that there is leeway for a retail profit. 
The quotations must be expressly understood as meaning a limit of 
prices within which transactions may be reasonably expected to be 
consummated. Having determined for each security a current bid 
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which may be expected to hold true for a reasonable amount of that 
security, the committee then applies the predetermined spread in 
order to arrive at an asked price. The published quotation will be an 
approximate bid and an asked price which is fair. Any dealer trans- 
acting business within the spreads is able to make a fair, but not an 
unreasonable profit; and publication of quotations gives the cus- 
tomer notice of an approximate market. 

Establishing rules of fair practice and enforcing them are the 
most important activities of the N.A.S.D. The Executive Director’s 
Report of the N.A.S.D. for 1941 indicates that in the period Janu- 
ary 1 to December 31, 1940, twenty formal complaints were filed, 
while during the same period in 1941 one hundred and twenty formal 
complaints were filed. The increase is accounted for as a consequence 
of the organization of district enforcement committees, and an ex- 
amination of 1000 of the 2900 N.A.S.D. members as a part of the 
association’s nation wide examination of its membership. By the end 
of 1941, 75 of the cases were closed resulting in 26 expulsions, 6 sus- 
pensions, 29 fines ranging from $36 to $1500, 32 censures and 6 dis- 
missals or withdrawals. Of the complaints the director reported: 
“About half of them were attributable to negligence, ignorance or 
habits which short-cut the letter of the law and the rules, or to finan- 
cial difficulties for which the times as much as any other cause, were 
responsible.” In 1941 the N.A.S.D. also issued 137 informal com- 
plaints for minor infractions of the Rules of Fair Practice. 

These rules are intended to protect both the public and other 
dealers. The Board of Governors is now engaged in working over 
suggested amendments to the rules as a result of experience during 
the last three years, and it may be that they will be changed in the 
near future in order to meet certain problems of enforcement which 
have developed. Although the rules are drawn to cover various 
unfair practices, experience has shown that comparatively few of 
the rules are invoked. Rule 1 reads as follows: 


A member, in the conduct of his business, shall observe high 
standards of commercial honor and just and equitable principles 
of trade. 


It will be seen that this is a catch-all, applicable to acts not specifi- 
cally covered by other rules. Its violation will often be charged along 
with violation of more specific rules. The rules most frequently vio- 
lated are Rule 4, which requires that a member shall buy or sell at a 
fair price in relation to the market at the time of the transaction, and 
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Rule 19° relating to improper use of a customer’s securities or funds.‘ 


The question of the financial responsibility of members has been 
and is a serious subject. It has been found necessary to take the 
attitude that while a member may have inadequate capital, but is 
solvent, a complaint might not be sustained on appeal, but a com- 
plaint will be filed if insolvency is shown. Solvency is strictly con- 
strued on the basis that a member’s “net quick” position, taking only 
quick assets, including securities at their market value, must exceed 
all liabilities. This is on the principle that a customer or another 
dealer is subjected to risk unless the member’s “net quick” position 
is a positive figure so that he can readily meet his committments. 
Of course, the amount of the “net quick” position in relation to the 
volume of business done is also important, but it is a more difficult 
thing to judge. 

In the past it has been too easy to get into the securities business. 
Men without experience, sometimes with little ability, sometimes 
with no character record, and without capital, could be licensed as 
dealers. This is not now fully true everywhere. Wisconsin checks 
character and experience ; Illinois requires minimum capital of $5,000. 
It is possible that the N.A.S.D. will change its rules to require some 
minimum capital, and will tighten its rules covering handling of cus- 
tomers’ securities and credit balances. With no specified standards 
a business conduct committee has difficulty, being able to stop only 
flagrantly bad practices. 


In some states there is a requirement that customers’ free credit 





* Rule 19 provides: (a) No member shall make improper use of a customer’s 
securities or funds. (b) No member shall lend, either to himself or to others, 
securities of any customer unless such member shall first have obtained a separate 
written authorization from such customer permitting the lending of securities held 
for his account by such member. (c) No agreement between a member and a 
customer authorizing the member to pledge securities carried for the account of 
the customer either alone or with other securities, either for the amount due 
thereon or for a greater amount, shall justify the member, in pledging more of 
such securities than is fair and reasonable in view of the indebtedness of said 
customer to said member. N.A.S.D. Inc., Rutes or Fam PRACTICE. 

‘Notice of violations and significant hearings with the lessons they carry are 
often given in the N.A.S.D. News. For example in the October, 1941 News it was 
reported that a $300 fine had been imposed upon a member for violation of 
cules, 1, 4, and 5 of Article III of the Rules of Fair Practice. “Basis for the 
complaint was an examination of books of the member for the period January 
to June, 1941. Profits on bond transactions with customers on which the firm, 
in individual transactions, realized from 6 to 16 per cent were disclosed in the 
-xamination; an instance of 28 per cent profit on a switch in customer’s holdings; 
examples of profits on stock transactions ranging from 20 per cent and in land 
certificates from 6 to 14 per cent. .. . The committee commented that . . . the 
company had employed improper language in confirming transactions.” 
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balances be segregated in a special bank account. This is not a re- 
quirement of the rules, but the way in which customers’ free credit 
balances and securities are handled is scrutinized and rule 19, which 
was mentioned in a preceding paragraph, may be construed as pro- 
hibiting use of customers’ funds. The most practical way to get at 
this problem is to ascertain, when customers’ funds are not segre- 
gated, whether the member’s bank balances are at least equal to 
customers’ free credit balances. 

The problem of fair prices comes up constantly. Under rule 4 
a complaint may be proper, and a dealer penalized if the dealer's 
price to the customer bears an unfair relation to the market at the 
time of purchase or sale, having in mind, of course, the dealer’s 
legitimate profit and all other relevant circumstances. When a com- 
plaint is filed the district business conduct committee must consider 
the circumstances as disclosed by investigation and by the defense, 
and then pass judgment on whether the transaction was unfair or not. 

Any categorical assertion that a certain margin of profit or per- 
centage of profit is unfair is impossible, since there are always con- 
siderations other than the mere profit involved. If, for instance, a 
dealer had owned a security for a period of time and the market had 
moved up, he might make a substantial profit, but it would not be 
unfair. A recent discussion of real estate securities which are traded 
in small amounts and which do not have an active market led to an 
expression by one dealer that an average profit of 20% was neces- 
sary, and his statement was backed by reasonable argument. On the 
other hand, the dealers in government bonds do a large business at a 
profit spread which probably averages less than one-quarter of one 
per cent. These may be two extremes, but they illustrate that differ- 
ent kinds of securities require varying margins of profit. It is worth 
pointing out also that the margin of profit on underwritings of new 
issues will vary from less than 1% up to 20% or even more, and 
margins on over-the-counter business in outstanding issues must also 
vary. When the question is price and profits, the only sound judg- 
ment is that of a person familiar with the business who has con- 
sidered the type of security, and the market in relation to the price of 
the transaction. 

Various states, the S.E.C., and the N.A.S.D. have rules requiring 
certain books and records to be kept, and rules requiring certain 
disclosures in invoicing and confirming transactions. A dealer must 
disclose in his confirmation whether he is acting as principal or as 
agent for his customer ; and, if he is acting as agent he must disclose 
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his commission and the price at which the transaction is consum- 
mated. If he acts as agent for the customer he must also disclose on 
the invoice or on request the name of the third party and the ap- 
proximate time and date of the transaction. By this means a cus- 
tomer may, if he wishes, verify the transaction completely. Experi- 
ence has shown that many dealers have not kept adequate records 
and have not made proper confirmations. This does not necessarily 
mean that the dealers have wilfully violated any rules or injured any 
customer, and the N.A.S.D.’s policy in this connection is educational 
rather than punitive. Members are informed of their violations and 
are required to correct them, and complaints are not filed on these 
technicalities unless it is apparent that a customer or a dealer has 
been injured or subjected to risk. 

In a few cases it has been apparent that dealers have been “over- 
trading” their customers. This means that a dealer for the sake of 
making profits has traded his customer in and out of securities to an 
extent net justified by the size of the customer’s account; possibly 
the recommendations have been made for the sake of the profit to 
the dealer rather than for the: customer’s benefit. In one extreme 
case, nearly one hundred and fifty transactions were consummated 
within eighteen months in an account which started with a value of 
between $11,000 and $12,000. The amount of activity in a customer’s 
account may indicate the probability of improper recommendations. 

The principle on which decisions are based is that action should 
be taken if a person has been or is likely to be injured or subjected 
to risk; but if the violation has injured no one, and can be corrected 
without a complaint, the Association’s influence should be directed 
to educational, rather than punitive action.5 

The N.A.S.D. is engaged in a national program of examination 
of its members. Since the fourteen district committees are primarily 
charged with this responsibility the methods of examination vary. 
In some cases an examiner or field secretary of the N.A.S.D. comes 
into the member’s office and examines the records in order to de- 
termine financial condition, methods of doing business, and possible 
violations of the rules. In other cases a questionnaire is sent to the 





* As a consequence of some adverse criticism of excessive exercise of Associa- 
tion authority, the Director wrote, “When a member is conducting his business 
with conscientious regard for high principles of the business but unwittingly or 
unknowingly is deficient in one or more of the technical requirements, we conceive 
that we owe it to that member to call such deficiencies to his attention. Should 
we fail in this, the failure would be a serious reflection upon us. At least that is 
our concept of duty.” N.A.S.D. News, January 1, 1942. 
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dealer, and answers are examined either by an accounting firm or by 
the district staff. Sometimes an accounting firm makes an examina- 
tion, either without a questionnaire or in order to verify the ques- 
tionnaire answers and to extend the check-up to other matters not 
covered by the questionnaire. This program thus far is experi- 
mental and is being studied to ascertain how best results can be 
obtained. It is probable that the first comprehensive examination of 
all members will have beneficial results in curing technical violations 
of the rules and in discovering the worst situations, the “fringe”, 
so that future foliow-ups probably will be more routine. 


The various fair practice activities to some extent overlap the 
duties and activities of the S.E.C. and the Wisconsin Department of 
Securities. However, there is close cooperation between the Depart- 
ment, the S.E.C. and the N.A.S.D., and an effort is being made to 
avoid duplication of work and complaints. During the last few years 
it has become apparent that statutory regulation has difficulty in 
covering many harmful activities of dealers. If the N.A.S.D. 
through enforcement of its rules of fair practice can cover this area, 
the burden upon governmental agencies will be considerably less- 
ened; and at the same time protection to the investor will be in- 
creased. In three types of situations the Wisconsin Department of 
Securities requests cooperation from the local N.A.S.D. Business 
Conduct Committee: (1) where the department is suspicious but 
lacks sufficient evidence to make departmental action advisable; (2) 
where the department is hamstrung because the securities firm is an 
out-of-state firm doing business in the state through the medium of 
telephone and correspondence; and (3) where the department be- 
lieves statutory authority for action is inadequate. 


The Code of Procedure for/handling fair practice complaints has 
as its purpose a fair and orderly procedure which will protect a re- 
spondent adequately, which will provide for the keeping of a record 
to be used in reviewing the proceeding, and which at the same time 
will not be too formal. If a customer feels he has been unfairly dealt 
with by any member, he is entitled to examine the N.A.S.D. man- 





*Seven districts employ the district secretaries in the making of routine 
examinations; three have employed questionnaires with follow-up checks by 
certified public accountants; two have used mass examinations by staff people; 
and one has used continuous spot examinations by a firm of certified public 
accountants. N.A.S.D. News, January 1, 1942. 
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ual’ which the member is required to keep available; and he may 
complain, formally or informally, to the District Business Conduct 
Committee. ' It is also provided that complaints shall be in writing 
and shall be served on the respondents, and that answers shall be in 
writing. In default of a written answer, the Committee may consider 
the allegations as admitted by the respondent. Respondents may re- 
quest a hearing before the Business Conduct Committee and are 
entitled to be represented by counsel. The original jurisdiction is in 
the District Business Conduct Committee of the district in which the 
respondent’s principal office is located; or, if the complaint is made 
against'a member’s branch office, then the committee in that district 
shall conduct the proceedings. A District Business Conduct Com- 
mittee may appoint a local business conduct committee to hear com- 
plaints, and this method is widely used in order to spread the burden 
of this work among members; but in all cases a local committee 
merely makes findings and recommendations to a District Business 
Conduct Committee which may adopt or amend them as it sees fit. 
A district committee must make a written finding which shall in- 
clude a statement setting forth the practice in which the member may 
be found to have engaged, a statement ‘of the rules which have been 
violated, a statement whether the action is deemed to constitute 
conduct inconsistent with just and equitable principles of trade, and 
a statement of the penalty. A District Business Conduct Committee, 
with the consent of the complainant and upon such terms as it may 
deem appropriate, may accept in lieu of penalty a statement pledging 
future compliance with the rules. 


The Board of Governors of the N.A.S.D. may review any dis- 
ciplinary action by a District Business Conduct Committee within 
thirty days, and the complainant or respondent may appeal to the 
Board of Governors within fifteen days. The Board of Governors 
in one series of cases involving violations of a syndicate agreement 
which had occurred in several different districts was compelled to 
review all of the cases in order to equalize penalties, since various 
committees had different concepts of appropriate penalties. It is 
probable that a series of precedents will be developed so that District 
Business Conduct Committees will administer the rules uniformly. 
After appeal to the Board of Governors a complainant or a respond- 








™N.AS.D. Manual, containing: Directory of Members; Directory of Officers, 


Governors, Committees; Certificate of Incorporation; By-Laws; Rules of Fair 
Procedure; Uniform Practice Code; Miscellaneous. 
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ent may appeal to the S.E.C., which also has a right to review on its 
own initiative. 

Since the N.A.S.D. operates under the S.E.C., and since both 
the Maloney Act and the Association’s entire organization were 
worked out in conference with the S.E.C., a primary necessity is 
continued close liaison. The Association participates with the S.E.C. 
in discussions of proposed amendments to the Securities Acts and 
other problems. Relations with state agencies are principally in con- 
nection with fair practice matters. It is hoped that Federal, State 
and dealer cooperation will work out zones of activity so that over- 
lapping will be minimized, each working where it can be most effec- 
tive. 

It must be clearly understood that the Association’s purposes 
include the promotion of the business, that it is an organization of 
dealers, and that its committees will enforce its rules without de- 
liberately exposing its members to additional penalties for the same 
offense from governmental agencies. If education and censure are 
not adequate to prevent or cure bad practices, then penalties, fines, 
suspension, or expulsiori are imposed ; and I for one believe that the 
experience and judgment of men in the business are the best quali- 
fications for fair, even strict determination of findings and penalties. 
The members passing on complaints are determined that the industry 
will raise its standards. If, however, in the interest of investors or 
of other dealers, a committee finds a situation requiring prompt 
action which the Association’s rules do not allow, or which seems to 
require criminal procedure, the matter will be referred to the proper 
authority. After completion of a complaint proceeding, if the re- 
spondent is found guilty the file is open to the S.E.C. for review. It 
is hoped that Federal and state agencies will find that many problems 
can be eliminated by reference to or discussion with N.A.S.D. com- 
mittees. This is not to say that agencies are to turn over law 
enforcement to the dealers; in fact, the N.A.S.D. will keep scrupu- 
lously away from law enforcement ; but there is increasing realization 
that dealer practices within the law are am important area of poten- 
tial trouble. 


Regulatory authorities during the past several years have been 
increasing their scrutiny of dealer practices, conscious that classi- 
fication and registration of issues was only part of the solution. It is 
this area which the N.A.S.D. covers and hopes to cover, by education 
of its members and by enforcement of its rules of fair practices. 
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The N.A.S.D. is, therefore, an organization of investment deal- 
ers with statutory powers of self-regulation, covering nearly all the 
over-the-counter business in the country; an organization to which 
the time and sincere efforts of men throughout the country are being 
devoted to make its work effective; an organization questioning, 
investigating, experimenting, in the first real study of the business. 
We are hopeful that the area of N.A.S.D. activities will be admin- 
istered as well as others, and that the observance of high standards 
of commercial honor in the business will be a matter of course, and 
so recognized by regulatory authorities. 











DENIALS AND REVOCATIONS OF SECURITIES 
DEALERS’ LICENSES* 


E. Weston Woop 


The purpose of this article is to examine the common law of the 
Wisconsin Department of Securities in the exercise of its powers to 
issue, deny and revoke’ the licenses of securities dealers. The statute 
provides that all dealers shall be licensed,? but the only criterion for 
the issuance of licenses is that the Department shall find that it is 
appropriate in the public interest to do so. Each applicant for a 
license must file an application “setting forth such information as 
the Department may require to determine the competency and trust- 
worthiness of the applicant.”* The Department is given power to 
investigate the affairs of the applicant and to hold hearings in con- 
nection with the application.* Although the statutory provisions 
relating to revocation of a license are more detailed than the provi- 
sions on applications, in practice the Department is governed by 
similar considerations in rulings upon an application or a revoca- 
tion.® 

After a hearing on not less than five days’ notice the Department 
may revoke the license of any dealer if it shall find “that such dealer 
... Or any officer, director, partner, member, trustee or agent of such 
dealer, or any owner or holder of a material interest through voting 





* Because of changes in the administration of the Wisconsin Securities Law, as 
well as changes in the Law itself, this study was confined to those cases decided 
by the present Department of Securities, established in June, 1939. 

*Under the present law [Wis. Star. (1941) §189.04(4)] the Department has 
the power of summary suspension of a dealer’s license, pending hearing and final 
determination of a revocation proceeding. The 1939 law contained no such pro- 
vision, and the statute used the word “suspend” rather than “revoke.” Since a 
suspension under the 1939 law had the same effect as a revocation under the 
present law, “revoke” or “revocation” is used here. 

* Wis. Stat. (1941) §189.03. 

* Wis. Stat. (1941) §189.04(1) (a). 

“Wis. Stat. (1941) §$§$189.04(1)(a) and 189.17(3). 

‘From a procedural standpoint there may be considerable difference. An 
applicant for a license must prove to the Department that “it is appropriate in 
the public interest that such license be issued”; whereas the Department has the 
burden of proof in a revocation proceeding. In In the Matter of Alfred O’Gara 
& Co., File No. 1.1750 (April, 1942). the dealer’s license automatically expired 
during the revocation proceeding. The Department refused to accede to the 
dealer’s request that a new license be issued and immediately suspended, and that 
the proceeding be continued on the question of revocation. The dealer was thus 
forced to apply for a renewal of its license, and the hearing was concluded on 
the question of denying the application. 
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securities or otherwise in such dealer, whether prior to or subse- 
quent to becoming such . . .” has done any one of twelve specified 
acts.© In addition, a license may be revoked “for any cause... 
rendering such revocation necessary or appropriate in the public 
interest or for the protection of investors.”* In short, the Depart- 
ment has extraordinarily broad powers to determine who may en- 
gage in the securities business in Wisconsin. 

Since the establishment of the Department of Securities in June, 
1939, the courts have not ruled upon a single order of the .Depart- 
ment. Consequently our principal guide to the standards for issuing 
and revoking licenses lies in the cases which have arisen before the 
Department. 

The Department does not regard an inadvertant minor violation 
of the statute or of a Department order as grounds for revocation of 
a license, but has established an informal procedure for rectifying 
such errors. Indeed, if the Department brought revocation proceed- 
ings against every dealer who had violated any of the provisions of 
the securities law, there might be but a handful of dealers left in 
Wisconsin.* In every case, formal or informal, leading to the revo- 
cation or cancellation® of a license for cause the Department. has 
found more than one ground upon which to base its action. Conse- 
quently it is difficult to determine the Department’s position with 
regard to any single practice. The problem is further complicated 
by the lack of written opinions. Decisions are limited to specific 
findings of fact and broad conclusions as to whether the facts consti- 
tute a violation of the law. No attempt is made to analyze the re- 
spondent’s arguments or to include the reasoning upon which the 
decisions are based. 

The various practices which the Department has found to be 
grounds for revocation of dealer licenses will be discussed under five 
headings: (1) Improper use of customers’ funds and securities ; 
(2) Insufficient financial responsibility; (3) Misrepresentation to 
the Department; (4) Illegal sales of securities; and (5) Miscel- 





*Wis. Stat. (1941) §189.04(2). 

* Wis. Star. (1941) §$189.04(3). 

*The provisions of the securities law are many and complex; and only by 
exercising great care and seeking competent legal advice can a dealer conduct his 
business without an occasional, inadvertent violation. 

*°The Department has in the past accepted the voluntary cancellation of some 
dealers’ licenses without requiring formal hearings, although the conduct of the 
dealers would have warranted revocation. See Note 17, infra. 
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laneous violations and practices which constitute taking unfair ad- 
vantage of a customer. 

(1) Improper use of customer's funds and securities. By a con- 
dition attached to the dealer’s license!® the Department requires every 
dealer with less than $20,000 capital to maintain a trust account for 
the deposit of customers’ funds. During its first year the Depart- 
ment discovered several violations of this requirement, and five deal- 
ers lost their licenses partially because of such violations. In one 
case the violation may not have been intentional,’ but the danger 
to the dealer‘s customers was nonetheless real. Four of the viola- 
tions were more serious, and in at least three of these cases the 
dealer’s licenses probably would have been revoked without other 
grounds.” 

(2) Insufficient financial responsibility. The Wisconsin Securi- 
ties Law contains no provision for minimum capital requirements 
for dealers, and the Department has promulgated no order on the 
subject.'* Instead the Department keeps close watch over the finan- 
cial condition of the dealers through annual investigations'* and the 
requirement that every licensed dealer annually submit a statement 
of assets and liabilities..° The Department has informally adopted 





“The Department has power to impose in any license such “conditions as 
may be necessary or appropriate in the public interest or for the protection of 
semana "7 to insure compliance with” the securities law. Wis. Stat. (1941) 

189.17(1). 

“In the Matter of Northwestern Trading Co., Inc., File No. 1.1649 (Aug., 
1939). Investigation tended to show that the dealer was incompetent, rather than 
fraudulent. The dealer had maintained a purported trust account, but the account 
contained the dealer’s own funds while customers’ funds were commingled with 
other funds of the dealer. 

* One dealer had at no time maintained a trust account for the deposit of 
customers’ funds and had made a practice of using customers’ funds in the opera- 
tion of its business. In the Matter of George McGhie & Co., File No. 1.1706 
(July, 1939). Another dealer did not establish a trust account until shortly after 
the order in the McGhie case. This dealer also carried margin accounts in viola- 
tion of conditions attached to its license. In the Matter of C. F. Birkhauser 
& Co., Inc., File No. 1.1689 (Oct., 1939). A third dealer commingled customers’ 
funds with its own and pledged customers’ securities as collateral for its bank 
loans. In the Matter of Securities Distributors Corp., File No. 1.1561 (Feb., 
1940). Harry M. Lenartz admitted that his firm had become insolvent at least 
partially because of misuse of customers’ funds and securities. In the Matter of 
Harry M. Lenartz & Co., File No. 1.1468 (May, 1940). 

#Tilinois has adopted a $5,000 minimum capital requirements for securities 
dealers, and the National Association of Securities Dealers, Inc., has considered 
adopting a similar requirement for its members. 

“Wis. Stat. (1941) §189.04(6)(b) provides that the Department shall .in- 
vestigate the business of each dealer at least once in each calendar year. 

% Wis. Dept. of Sec., General Order No. 9, Rule No. 2 (Aug. 24, 1941). Under 
this rule the Department also requires that each dealer annually furnish the De- 
partment with an audited balance sheet certified by a firm of certified public 
accountants acceptable to the Department. 
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the standard of the Securities Exchange Act, which limits a dealer’s 
ratio of liabilities to liquid net worth to twenty to one,'® and in the 
case of dealers who are members of exchanges the standard of the 
registered national securities exchanges, which limits a dealer’s ratio 
of liabilities to liquid net worth to fifteen to one. If a licensed dealer 
who is a member of an exchange exceeds the fifteen to one ratio, or 
if any other licensed dealer exceeds the twenty to one ratio, the De- 
partment requests him to place additional capital in his business or 
to surrender his license.’? 

(3) Misrepresentation to the Department. The statute provides 
as one ground for revocation of a dealer’s license the making of any 
material misrepresentations to or withholding any material facts 
from the Department or refusing to furnish information requested 
by the Department.1* The Department’s rules require that all dealers 
submit two types of monthly reports of sales..* If a dealer deliber- 
ately submitted falsified reports of sales, his license undoubtedly 
would be revoked, since it is comparatively easy for the Depart- 
ment’s investigators to check the accuracy of the reports. It is signi- 
ficant that in none of the revocation proceedings has the Department 
found that a dealer submitted false reports since June, 1939. 

In four cases the Department discovered serious misrepresenta- 
tions. In an application for a license one Chicago dealer” repre- 
sented to the Department’s predecessor that its Wisconsin business 
was entirely with banks, trust companies, insurance companies and 
other dealers, whereas the dealer actually conducted a regular retail 
business in Wisconsin. When the Department investigated this deal- 
er, the dealer refused to allow examination of records pertaining to 








“48 Srat. 888 (1934), 15 U.S.C. $78 h (b) (1940). 

Since June, 1939, the Department has accepted the voluntary cancellation 
of one dealer’s license because of the dealer’s weakened financial condition. The 
order revoking the license of C. F. Birkhauser & Co., Inc., note 12, supra, was 
based partially upon a finding that the dealer could not, without remedying its 
financial condition, continue in business with safety to its customers. See also 
Harry M. Lenartz & Co., note 12, supra, in which the dealer had become hope- 
lessly insolvent and was persuaded to surrender its license. At the time of the 
Lenartz case the Department had no power to suspend a dealer’s license sum- 
marily, and voluntary cancellation of the license was one method of stopping the 
dealer’s activities immediately. 

* Wis. Stat. (1941) $189.04(2) (i). 

* Wis. Dept. of Sec., Gen. Order No. 9, Rules Nos. 7 and 9 (Aug. 24, 1941). 
Rule No. 7 requires that each licensed dealer submit to the Department before 
the tenth of each month a report of all securities, except U. S. Government issues, 
sold during the preceding month to others than dealers, banks, trust and insurance 
companies. Rule No. 9 requires monthly reports of all solicited agency transac- 
tions in which the dealer’s profits exceed certain limits. 

* George McGhie & Co., note 12, supra. 
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its securities business prior to March 15, 1937, the date when it first 
became licensed in Wisconsin. The Department maintained that a 
licensed dealer should make available any and all records pertaining 
tc its securities business subsequent to and prior to the time the 
dealer became licensed. The dealer did not contest the revocation 
proceedings, and this particular point has not been raised since. The 
present law expressly negates the proposition that a dealer’s license 
can be revoked only because of acts occurring subsequent to his 
becoming licensed.*4 The statute also provides that the Department 
may examine “any .. . records of any person subject to investigation 
hereunder, as it shall deem necessary or advisable in respect of any 
matters connected with the administration of this chapter. . . .”2? 

Another dealer, in connection with its application for registration 
of stock, filed an affidavit stating that the stock had been distributed 
to the public and that no shares were held by dealers, whereas a 
corporation controlled by the applicant dealer held a large block of 
the stock. For this and other activities the dealer’s license was re- 
voked.”8 

Securities Distributors Corporation, in its application for a li- 
cense for 1939, submitted a balance sheet as of November 30, 1938. 
Prior to the preparation of the balance sheet the dealer accepted three 
checks of $2,000 each in full payment of notes owed to the corpora- 
tion by three of its officers. After the balance sheet had been made, 
the notes were promptly renewed. As a result of this and other 
misrepresentations, the balance sheet presented a financial picture 
materially different from the actual situation.** With the present 
requirement of an annual audit, such misrepresentations have a 
slight chance of passing undetected. 

In the Birkhauser® case the Department found that the dealer 
had held a large volume of securities in safekeeping for others, con- 
trary to its statements to the Department’s predecessor. 

(4) Illegal sales of securities. Section 189.12 of the Wisconsin 
Statutes prohibits the sale of an unregistered security unless the 
security or the particular transaction comes within one of the statu- 
tory exemptions. This section probably is violated more frequently 





“Wis. STAT. (1941) §189.04(2). See p. 611, supra. 
™ Wis. Stat. (1941) §189.17(3). 
*In the Matter of Barney Johnson & Co., File No. 1.1421 (June, 1940). 
See p. 615, infra. 
“In the Matter of Securities Distributors Corp., note 12, supra. 
**In the Matter of C. F. Birkhauser & Co., Inc., File No. 1.1689 (Oct., 1939). 
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than any other section of Chapter 189, chiefly through purported 
“agency” transactions designed to take the transfer out of the cate- 
gory of a “sale,” as defined by the statute. This definition excludes 
“the solicitation or execution by a licensed dealer of orders for the 
purchase of any security, provided such dealer acts as agent for the 
purchaser, has no direct material interest in the sale or distribution 
of such security, receives no commission, profit or other compensa- 
tion from any source other than the purchaser, and delivers to the 
purchaser written confirmation of the transaction which clearly item- 
izes his commission, profit or other compensation.”’*6 

Some dealers have deliberately or inadvertently “sold” unregis- 
tered, non-exempt securities, and a few dealers have attempted to 
disguise the sales simply by confirming the transactions as agent of 
the purchaser. But more frequent and more difficult to detect are 
the elaborate attempts to camouflage principal sales with the ap- 
pearance of agency transactions. 

Securities Distributors Corporation, a Milwaukee dealer, evolved 
one of the first of such schemes to be discovered by the Department. 
Two officers of this dealer, Wandrus and Markovich, were appar- 
ently closely allied with Watson-Hunter & Company, Inc., an IIli- 
nois dealer. Funds belonging to Wandrus and Markovich were pur- 
portedly loaned to a resident of Illinois and were used to purchase 
stock of Watson-Hunter & Company. Securities Distributors then 
soid unregistered securities to Watson-Hunter, such sales being 
exempt under Section 189.07(10), which exempts sales to a dealer. 
Securities Distributors then solicited and executed orders for the 
purchase of these same securities by Wisconsin residents, purporting 
to act as agent for the purchasers. Securities Distributors charged 
the purchasers a commission, while Wandrus and Markovich could 
have received an additional profit by reason of their close interest in 
Watson-Hunter. Since Wandrus and Markovich could control both 
the Wisconsin and the Illinois corporations, it is reasonable to con- 
clude that the Wisconsin corporation did have a direct material 
interest in the sale of securities through this scheme, within the 
meaning of the statutory provision quoted above. The Department 
revoked the license of Securities Distributors.”" 


Barney Johnson & Company adopted a method similar to that 
of Securities Distributors. Barney Johnson organized The Credit 








* Wis. Srat. (1941) §189.02(3) (a). 
*In the Matter of Securities Distributors Corp., File No. 1.1561 (Feb., 1940). 
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Corporation, ostensibly to conduct a personal loan and discount and 
insurance brokerage business. Stock of The Credit Corporation was 
owned by Mrs. Barney Johnson and Barney Johnson & Company’s 
officers and members of their families. On at least two occasions in 
which Barney Johnson & Company participated in the underwriting 
of non-exempt, unregistered securities, it sold large blocks of the 
issues to The Credit Corporation at the public offering price. These 
sales came within the exemption of sales to a corporation engaged in 
the business of purchasing or holding securities, provided by Section 
189.07(10). Barney Johnson & Company then solicited and executed 
orders for the purchase of these securities at prices substantially 
above the public offering price, filling the orders from the holdings 
of The Credit Corporation and confirming the transactions as agent 
for the purchasers. The dealer’s only defense was a plea for clem- 
ency on the ground that the administration of the securities law had 
been lax in the past and that the dealer had made a good faith 
attempt to abide by the law since the establishment of the present 
Department.”* 

The Strauss Company attempted to disguise several sales of un- 
registered, non-exempt securities by the following method: The deal- 
er, acting as agent, purchased a security for the account of one of its 
employees and then, acting as agent for a customer, purchased the 
security for the customer at a price considerably above what the 
dealer had paid. In some cases commisions were charged to both 
the purchaser and the seller of a security. The dealer did not con- 
test the revocation proceeding but admitted the facts alleged by the 
Department and waived all hearing.”® 

From a legal standpoint the Alfred O’Gara & Company case* 
is the most interesting ruled upon by the Department to date, be- 
cause of the argument over the meaning of Sections 189.02(3) (a) 
and 189.07(10).81 Section 189.07(10) exempts from the require- 
ment of registration securities sold to a dealer, bank, trust company, 
insurance company, or any corporation or association engaged in 
the business of purchasing or holding securities. As we have seen,** 
Section 189.02(3)(a) excludes certain agency activities from the 





*In the Matter of Barney Johnson & Co., File No. 1.1421 (June, 1940). 

* In the Matter of The Strauss Co., File No. 1.1438 (July, 1941). 

In the Matter of Alfred O’Gara & Co., File No. 1.1750 (April, 1942). This 
was not technically a revocation proceeding. See note 5, supra. 

= At the time of the O’Gara Company’s operations these same provisions were 
included in the law as Wis. Stat. (1939) §§189.02(6) and 189.05(11). 
"See p. 615, supra. 
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definition of “sale.” The statute also provides that a bank may 
“execute orders for the purchase or sale of securities ‘as agent for 
the purchaser or seller. . . .”** Nowhere does the statute expressly 
exempt transactions in which banks act as agents for purchasers in 
the purchase of unregistered, non-exempt securities. However, the 
exemption of sales to dealers or banks is not expressly limited to 
transactions in which the dealers or banks are purchasing for their 
own accounts. 

The O’Gara Company sold unregistered, non-exempt securities 
to two Wisconsin banks which were acting as agents of individuals. 
The dealer knew that the banks were not purchasnig for their own 
accounts, 


In the revocation proceeding instigated by the Department, the 
O’Gara company argued that if dealer A sells from inventory an 
unregistered, non-exempt security to dealer B, who is acting as agent 
for purchaser P, the entire transaction is exempt, the basis of the 
argument being as follows: B’s activities as agent for the purchaser 
are exempt under Section 189.02(3)(a), the exclusion from the 
definition of “sale.” The company contended that it would be un- 
reasonable to limit the agency exemption to B’s activities and to con- 
clude that A, the dealer-owner, violated the statute by selling an 
unregistered security to the agent of a purchaser, since if this were 
the case, B would be encouraged to conduct such transactions even 
though they involved a violation of the statute by A. O’Gara’s coun- 
sel argued that the agency exemption [Section 189.02(3)(a)] 
should be considered in connection with Section 189.07(10), the 
exemption of sales to dealers. By interpreting Section 189.07(10) 
to exempt sales to a dealer acting as agent, as well as sales to a dealer 
purchasing for his own account, the exclusion from the definition of 
“sale” becomes meaningful. In the hypothetical case, there is a sale 
from A to B, but this sale is exempt under Section 189.07(10) ; and 
the remainder of the transaction between B and P is exempt because 
it is not a sale within the meaning of the statute. 

The O’Gara firm argued that if a bank is substituted for the 
dealer-agent, B in the example, the result should be the same. Sec- 
tion 189.07(10) makes no distinction between banks and dealers, 
and the statute recognizes that a bank may act as agent for the pur- 
chaser in a securities transaction. Consequently it is reasonable to 
interpret “bank,” as used in Section 189.07(10), as meaning a bank 





* Wis. Star. (1941) $189.28. 
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acting as principal or as agent. If it be contended that the exclusion 
from the definition of “sale” covers only those cases where a licensed 
dealer is acting as agent, and that in the hypothetical case there is a 
“sale” from the bank, B, to the purchaser, P, B must have received 
title from A. If this be the case, A’s participation in the transaction 
is still within the exemption of Section 189.07(10). 

In the interests of clarifying the law it is unfortunate that the 
Department was not forced to rule directly upon this argument. 
There was another factor in the O’Gara company’s sales to banks. 
The Department found that the dealer had conducted several riskless 
transactions for the accounts of officers of the two banks; that the 
officers always profited by these transactions; and that the dealer’s 
purpose in giving such “free rides” was to influence the officers of 
the banks in their selection of a dealer with which to conduct the 
bank’s securities business. Considering the two sets of transactions 
(the sales of unregistered securities through the banks and the “free 
rides”) together, the Department was content to find that the dealer 
had sponsored and encouraged the sale of unregistered securities in 
Wisconsin. 

Although the Department has not answered the arguments of 
the O’Gara company, some authorities have declared that the ex- 
clusion from the definition of “sale” does not create any separate 
exemption but merely permits a licensed dealer to act as agent for 
the purchaser in a transaction which comes within one of the other 
exemptions provided by the statute.** It is submitted that this inter- 
pretation ignores several important considerations. In the first place 
it apparently makes the exclusion from the definition of “sale” super- 
fluous, since there can be little doubt but that, even without the ex- 
clusion, a dealer could act as agent in a transaction falling within 
another specific exemption. Some proponents of the argument seize 
upon the fact that the exclusion was added to the statute in 1933, 
when securities listed on the exchanges were removed from the 
exempt group, and they suggest that the purpose was to enable Wis- 
consin dealers to fill orders for securities which would be purchased 
outside of Wisconsin, either on an exchange or over-the-counter. 
Even though title to the securities might be transferred outside of 
Wisconsin, runs the argument, a Wisconsin dealer could not legally 
participate in the transaction if it were not for the exclusion from 





“For a more detailed presentation of this argument see Mr. Koch’s article, 
infra. 
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the definition of “sale.” Had such been the purpose of the drafts- 
men of the 1933 amendment, their failure to mention exchange trans- 
actions of sales outside of Wisconsin seems incomprehensible. 

The writer offers the following analysis of the agency exemp- 
tion.*° Prior to 1933 the Wiconsin law did not require registration 
of securities which were listed on certain stock exchanges.** In 1933 
the Securities Division (predecessor of the Department of Securi- 
ties) proposed removing the exemption of listed securities. Dealers 
protested that Wisconsin investors would be unable to purchase 
listed securities which were not registered in Wisconsin, since the law 
prohibited the sale of unregistered securities and since the existing 
definition of “sale” might be construed to include the execution of 
orders by a dealer acting as agent for the purchaser. Prior to 1933 
Wisconsin dealers had acted as agents for purchasers in the purchase 
of unregistered, non-exempt securities, although there were doubts 
as to the legality of the practice in view of the broad definition of 
“sale” contained in the law. The administrators of the statute had 
not been concerned with the problem and apparently felt that such 
transactions did not constitute sales within the meaning of the se- 
curities law. However, since the problem would be increasingly 
important with the removal of the exemption of listed securities, the 
Securities Division proposed to amend the definition of “sale” so as 
to exclude the execution of unsolicited orders to be executed by a 
dealer acting as agent for the purchaser. 


The dealers still objected on the ground that their legitimate 
advisory functions might be construed as solicitation. A compromise 
was reached and the final amendment provided that “sale” should 
not include “the execution of orders for purchase of securities by a 
licensed dealer provided such dealer acts as agent of the purchaser, 
has no direct interest in the sale or distribution of the security 
ordered, receives no commission, profit or other compensation from 





* The interpretation put forth in these paragraphs is based upon discussions 
with Wisconsin dealers, two letters written by former members of the Securities 
Division, and a mimeographed speech delivered by George C. Mathews, Director 
of the Securities Division, to the legislative hearing committee which was con- 
sidering the 1933 amendment to Chapter 189. From these letters and from Mr. 
Mathews speech it appears that the draftsmen of the 1933 amendment were 
concerned primarily with the effect which the new definition of “sale” would 
have on transactions in listed securities and that they may not have given ade- 
quate consideration to the effect on intrastate transactions in unregistered, non- 
exempt securities. 

* Securities listed on the Boston, New York, and Chicago stock exchanges 
were exempt from the registration provisions of the law. Wis. Stat. (1931) 
§189.03(3). 
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any source other than the purchaser, and delivers to the purchaser 
written confirmation of the order which clearly itemizes his com- 
mission, profit or other compensation.”37 

The amendment was based upon the concept of a fiduciary re- 
lationship between an agent and his principal. The draftsmen felt 
that purchasers of securities did not need the protection of registra- 
tion when the orders were to be executed by a dealer acting as agent 
for the purchaser and meeting the requirements of “no direct inter- 
est,” etc. 

In 1939 the exclusion from the definition of “sale” was broad- 
ened to cover the solicitation, as well as the execution, of orders to 
be executed by a licensed dealer acting as agent of the purchaser.*8 
Whatever the purpose of the 1939 amendment, the principal lan- 
guage of the definition must be given the same meaning which it 
bore in 1933. Therefore a licensed Wisconsin dealer should be free 
to solicit and execute an order for the purchase of any security, and 
to fill the order for the purchase of any security, and to fill the order 
by purchasing the security from anyone, provided the dealer meets 
the requirements of the agency exemption. 


(5) Miscellaneous violations of the statute and practices which 
constitute taking unfair advantage of a customer. Seven of the eight 
dealers who have lost their licenses as a result of formal proceedings 

’ instituted by the Department were found to have committed one or 
more acts which may be classified under this heading. Six dealers 
charged unfair prices; two filled orders from their inventories, when 
the orders specified that the dealers were to act as agent; two prac- 
ticed “switching” ; and two sold securities through unlicensed agents. 


Unfair profits and “switching” cannot readily be defined, and the 
Department considers each case separately. Not only is it difficult to 
determine a fair price for a security which is traded inactively, but 
a fair profit for the dealer may also vary. The Department has wisely 
refrained from promulgating maximum spreads, but keeps close 
watch over the dealers’ prices and profits by means of the monthly 
reports of sales and by annual investigations. Through the informal 
conference procedure dealers have ample opportunity to know 
whether the Department considers their prices and profits unreason- 
able. 





* Wis. Stat. (1933) §189. 
Wis. Strat. (1939) §189.02(6). 
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The Department found that three dealers had sold securities to 
individuals at prices substantially above the market or had purchased 
securities from individuals at prices unreasonably below the mar- 
ket.*” Two dealers had realized profits as high as 35% on some 
transactions.*” Another dealer, member of an underwriting group 
which had stabilized the price of a security at 17, continued to sell 
the security at 17 when the dealer knew that the price was to be 
restabilized at 15 on the following day.*? 

In two cases dealers pursued the foilowing practice: The dealer 
accepted, or even solicited, orders for securities to be purchased at 
the market price by the dealer acting as agent for the purchaser. 
The dealer then filled the orders from its own inventory.** Al- 
though there would be no financial loss to the purchaser if the dealer 
sold the securities to him at the market price, the practice is incon- 
sistent with fiduciary relationship inherent in an agency transaction. 
The Department would not condone this procedure, but a single, 
inadvertent transaction of such a nature probably would not be re- 
garded as grounds for revocation of a license. The more serious 
offense in the cases of these two dealers was in the number of such 
transactions and in charging prices clearly above the market. 

One of the Department’s most perplexing problems is “switch- 
ing.” Broadly speaking, “switching” denotes the practice by a dealer 
of making excessively frequent transactions with his customers. The 
temptation is obvious, since the dealer thrives on active trading. The 
Department has attempted to eliminate “switching” in discretionary 
accounts by a general order,** but the practice may be carried on 
with the account of any unwary customer and is difficult to detect. 
Some customers speculate through frequent trading and others make 
trades to establish losses for income tax purposes. In each case the 
Department must prove more than that there had taken place a 
suspiciously large number of transactions with a customer. The 
Department must determine to what degree the customer relied upon 
the advice of the dealer.** 





In the Matter of George McGhie & Co., File No. 1.1706 (July, 1939); 
In the Matter of C. F. Birkhauser & Co., Inc., File No. 1.1689 (Oct., 1939); and 
In the Matter of Securities Distributors Corp., File No. 1.1561 (Feb., 1940). 

“In the Matter of the Strauss Co., File No. 1.1438 (July, 1941); In the 
Matter of C. A. Gundersen, File No. 1.1784 (Sept., 1941). 

“In the Matter of Alfred O’Gara & Co., File No. 1.1750 (April, 1942). 

“In the Matter of George McGhie & Co., File No. 1.1706 (July, 1939); 
and In the Matter of Securities Distributors Corp., File No. 1.1561 (Feb., 1940). 
“Wis. Dept. of Sec., General Order No. 9, Rule No. 5 (Aug. 24, 1941). 

“In In the Matter of Alfred O’Gara & Co., File No. 1.1750 (April, 1942), 
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The Gundersen case* presents a striking example of “switch- 
ing.” At the hearing, testimony concerning an analysis of one cus- 
tomer’s account over a period of eighteen months showed the follow- 
ing: The customer, an inexperienced investor who relied heavily 
upon the advice of the dealer, had a total invested capital of approxi- 
mately 12,000. During the eighteen months the dealer conducted 145 
transactions with this customer. The market value of the securities 
held by the customer at the beginning of the eighteen months had 
shrunk to approximately $10,000. The market value of securities 
held by the customer at the end of the eighteen months was approxi- 
mately $6,473. The dealer had realized profits of at least $4,153 
from the account, while the customer had sustained a net loss, ad- 
justed for accrued interest, of $5,161. 

The sale of securities through unlicensed agents is so clearly 
violative of the statute that it requires no comment.* 

Conclusion. From the foregoing it can be seen that the Depart- 
ment has found a number of practices to be grounds for revoking 
dealer licenses, but that no order revoking a license has been based 
entirely on one type of malpractice. It must not be assumed from 
this that the Department will not interfere wih a dealer because of 
minor violations. On the contrary, the Department is continually 
regulating dealers by means of investigations and informal confer- 
ences. It would be more truthful to say that the Department seldom 
finds it necessary to institute formal proceedings except against the 
incorrigible dealer. 

The justice of the Department’s decisions is borne out by the 
actions of those dealers whose licenses have been terminated. Not 
one of these dealers has prosecuted an appeal to the courts,** and 
only three dealers have applied for rehearings.*® 





the Department was unable to prove its allegation of “switching.” There was 

testimony to the effect that the customer, who had died before the investigation, 

was an experienced investor who often traded to establish losses for income tax 
Ses. 

“In the Matter of C. A. Gundersen, File No. 1.1784 (Sept., 1941). 

“This does not include any profits which the dealer may have realized from 
the sale of securities bought from the customer. 

“Wis. Stat. (1941) §189.04(2)(g) provides that the Department may revoke 
the license of any dealer who has sold securities in Wisconsin through an un- 
licensed agent. : 

“One of the officers of Securities Distributors Corp. commenced an action 
in Circuit Court for Dane County to overrule the order revoking the dealer’s 
license, but the action was later abandoned. 

“In the Matter of Securities Distributors Corp., File No. 1.1561 (Feb., 
1940) ; In the Matter of C. A. Gundersen, File. No. 1.1784 (Sept., 1941); and In 
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The majority of revocation orders have been based principally 
upon acts which occurred prior to the establishment of the present 
Department and before the amendment providing mandatory annual 
investigations of dealers. Of the eleven cases in which dealers’ li- 
censes have been terminated as a result of action by the Department, 
six were concluded within the Department’s first year. In the past 
two years only five dealers have lost their licenses through action by 
the Department. Only once has the Department ordered a hearing 
and subsequently found that the dealer’s activities did not warrant 
revocation of its license. The majority of formal actions have been 
concluded within approximately one month of the service of notice 
of hearing. It is safe to say that the Department has gone a long 
way toward eliminating malpractices in the distribution of securities 
in Wisconsin and that it has accomplished this with a minimum of 
injury to the more reputable dealers and to the securities business 
generally. 








the Matter of Alfred O’Gara & Co., File No. 1.1750 (April, 1942). In the 
Securities Distributors case a rehearing and a further hearing were held, and the 
original order was affirmed with additional findings to support it. In the Gunder- 
sen case the application for rehearing was granted, but the Department made no 
new order, thus affirming the original order under the provisions of Wis. Stat. 
(1941) §189.22(2). The Department denied the application for rehearing in the 
O’Gara case. 























NOTES AND COMMENTS 


CooPERATION BETWEEN THE S.E.C. AND THE WISCONSIN Se- 
CURITIES DEPARTMENT—Some type of law designed to regulate the 
sale of investment securities is in effect in every state with the excep- 
tion of Nevada. Undoubtedly this legislation has saved or recovered 
for American investors millions of dollars that would otherwise have 
been lost in worthless securities. Yet, notwithstanding these protec- 
tive state laws, the public was defrauded annually of millions of 
dollars by shrewd and conscienceless operators. State laws failed to 
cover all situations and the need of Federal legislation to supplement 
and strengthen them was recognized as far back as 1918.1 State 
laws, however efficiently administered, cannot stop the securities 
swindler entirely because the states lack jurisdiction over transactions 
that may be interstate in character. The Commission has in its files 
many instances where fraudulent promoters were driven out by good 
state commissions, only to have them move across the state boundary 
and carry on their swindles with the state authorities powerless to 
interfere.? State regulation has certain other deficiencies, the two 
principal ones being the lack of uniformity in state requirements*® 
and the even greater variance in their administration.* Such condi- 
tions, together with the senseless and excessive stock market specu- 





2A number of bills were introduced in Congress between 1918 and 1921. In 1919 
Congressman Edward T. Taylor sponsored a bill to regulate security sales. He 
stated before a House Committee: “The states that have Blue-Sky Commissions 
say that state laws are insufficient even to protect their own people from these 
swindling stock selling schemes and they want a Federal law to supplement their 
own state laws.” Congressmen Denison and Volstead also sponsored Federal 
legislation at an early date. 

7A nation-wide system of bucket shops, with headquarters in Chicago, operated 
from 1929 to 1935. The loss to investors in this one operation was around 
$10,000,000. The ring had offices in Dallas, Fort Worth, New Orleans, Atlanta, 
Minneapolis, St. Paul, Detroit, Indianapolis, Fort Wayne, Duluth, Denver, and 
Philadelphia; and the prime movers were contemplating opening offices in other 
states when the S. E. C. uncovered the scheme. The complicated financial 
structures of some companies defy unravelling by an agency whose jurisdiction 
is limited to a single state. See In the Matter of Resources Corporation Interna- 
tional (1940) 7 S. E. C. 689. 

24 committee of the National Conference of Commissioners on Uniform State 
Laws began work on a Uniform Sale of Securities Act in 1922. The Conference 
approved the act in 1929 and it was approved by the American Bar Association. 
Efforts to adopt it in the several states have met with little success. 

“See Gesell, Protecting Your Dollars (1940), National Home Library Founda- 
tion. Wash., D.C.; Chap. 5. for an example of 'ax administration of state laws 
(Editor’s note: Compare the present efficient administration of the Wisconsin 


Securities Law). 
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lation of the late twenties crystallized a public demand for Federal 
regulation of securities and securities exchanges. 

State regulation falls into three general patterns: The fraud type, 
such as the Martin Act in New York; the regulation of specific 
issues, which type is in effect in about 34 states; and the regulation 
of licensing of brokers and dealers engaged in the sale of securities 
within the state. Some states have adopted a combination of these 
types. 

The Securities Act of 1933 and the Securities Exchange Act of 
1934 were enacted and placed in the hands of the Securities and 
Exchange Commission for enforcement. The Commission’s activi- 
ties do not limit the jurisdiction of any state securities commission.® 
Its work involves, broadly speaking, a regulatory scheme directed 
toward making the processes of investment easier to understand and 
less subject to certain well-recognized dangers.* The insistent prin- 
ciple that runs through this securities legislation, whether it be the 
Securities Act of 1933 that deals primarily with new financing, or the 
Securities Exchange Act of 1934 that concerns itself with trading in 
outstanding securities on exchanges and in the so-called over-the- 
counter market, is the principle that investors are entitled to knowl- 
edge of the thing that they purchase. 

The old legal principle of caveat emptor was suitable to a simple 
civilization where commerce largely consisted in the sale of things 
which could be seen, touched, tasted, smelled, and generally tested out 
by the buyer as well as by the seller. It is not fitted to the modern- 
day methods used in the purchase and sale of securities. The enact- 
ment of this legislation is just another instance of turning our backs 
on the common law in an effort to protect society, and in this case 
the doctrine of caveat venditor has become the watchword. 

From the very beginning the Commission has believed that the 
ideal approach to the problem of safeguarding the investor and the 
honest broker and dealer involves a coordinated effort by Federal and 
state governmental authority and by those engaged in the securities 
business. The Commission cooperates with any state agency inter- 
ested in the proper administration of its law, whatever the type. 

The Federal statutes recognize that certain local problems should 
be handled locally. The Securities Act does not require registration 
of domestic issues, regardless of size, sold entirely within the state.” 





"15 U.S. C. (1940) §77r. . 
*See U. S. Congress Senate Report No. 1455, 73d Congress, 2d Sess. 
15 U.S. C. (1940) §77c (11). 
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The Commission, under Regulation A, exempts from full registra- 
tion issues of $100,000 or less, in part because they are likely to be 
sold locally. Intrastate brokers and dealers are exempt from registra- 
tion with the Commission. Other problems national in scope can be 
best handled by Federal authorities. Many can be best solved through 
a coordination of effort on the part of state and Federal authorities. 

We have worked out a splendid system of cooperation with the 
Wisconsin Securities Department. The Commission maintains in its 
Securities Violation Section a clearing house of information on vio- 
lators of state and Federal laws relating to finance. Data on some 
50,000 individuals are available to the Wisconsin Securities Depart- 
ment. 

The Wisconsin Securities Department has adopted the substance 
of the Commission’s Rule X-17A-3, a minimum bookkeeping re- 
quirement for brokers and dealers,® as its General Order No. 9. It 
has also adopted the “Uniform Application for Qualification of 
Securities under State Blue Sky Laws”, which minimizes qualifica- 
tion requirements of issuers who have registered their securities 
under the Securities Act of 1933. 

The Commission forwards weekly to the Wisconsin Securities 
Department information covering issuers who have filed under Reg- 
ulation A referred to above. 

Complaints are received at the Commission’s Philadelphia office 
and at its regional offices. They may emanate from a person who 
believes he has been victimized, an individual broker or dealer, a 
national securities exchange, associations of security dealers or in- 
vestment bankers, a state securities commission, a Better Business 
Bureau, the financial advertising department of a newspaper, another 
governmental agency such as the Post Office Department, or some 
other source. They are investigated by accountants or lawyers expert 
in the particular field. Investigation may disclose violations of either 
Federal law or the Wisconsin law, or both. The Commission refers 
cases involving violations of the Wisconsin law to the Wisconsin 
Securities Department.® The Wisconsin Securities Department refers 





*Under the regulations of the Securities and Exchange Commission and the New 
York Stock Exchange, accounting practices of corporations in this country have 
evolved rapidly toward a higher level in recent years. The development of 
uniform standards and practices in major accounting problems is a common 
objective of the Commission and the accounting profession. See Fifth, Sixth, and 
Seventh Annual Reports of the S.E.C. Most states do not even require brokers 
and dealers to keep books and records. Development of uniform bookkeeping 
standards is desirable if the investor is to be adequately protected. 

*e.¢., George W. Byron & Co.; Barney Johnson & Co. 
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cases involving violations of the Federal laws to the Commission.” 
The Commission and the Department have on occasion conducted 
joint investigations which have led to effective action by one or both 
agencies.! 

Through frequent contact with the Director of the Department, 
interchange of information, interchange of suggestions as to methods 
of investigation, and avoidance of duplication of effort, the work of 
the Department and the Commission functions in the public interest 
to an extremely high degree in Wisconsin. 


W. McNeit KENNEDyY* 


SANCTIONS IN THE WISCONSIN SECURITIES LAW 


Any law, no matter how sound its policy, may become a nullity 
for lack of satisfactory means of enforcement. The Wisconsin Se- 
curities Law is an attempt to protect the investing public through the 
investigation and criminal prosecution of securities swindlers and 
the regulation of the issuance and sale of securities. It is doubtful 
if any state agency has been given more sweeping control in its par- 
ticular sphere of activity than has the Wisconsin Department of 
Securities over the sale of securities. The mere fact that persons 
whose activities are subject to the Securities Law realize the com- 
pleteness of the authority vested in this administrative agency is in 
itself an effective deterrent to violations of the law. Moreover, the 
existence of these broad powers enables the Department to dispose 
of most violations of the Law by such informal means as conversa- 
tions, correspondence, and conferences, making it unnecessary to 
employ the formal sanctions. There are, of course, persons who 


*e.v., George McGhie & Co. 

“Recently the Wisconsin Securities Department found an unusual method of 
bookkeeping employed by a dealer which did not comply with its General Order 
No. 9 and the Commission’s Rule X-17A-3. A joint conference was arranged 
with members of the Department’s staff, members of the Commission, and the 
dealer involved, and the problems were settled to the satisfaction of all con- 
cerned. 

*S. E. C. Regional Administrator; Chicago, Illinois. 

*A pertinent example is the way in which the Department handles dealers 
who appear to be guilty of switching. When the dealer’s records show what seem 
to be an unwarranted number of transactions, he is called in and the suggestion 
is made that he remedy this. The fact that the Department is aware of the 
situation and has power to take any action that may be required is in most 
instances sufficient to bring immediate compliance. 

There is an interesting sidelight showing the concern even the unscrupulous 
security schemers have regarding the broad powers of the Department. Upon 
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cannot be brought into line by such informal methods and against 
whom the more formal sanctions of the Law must be applied. 


Stop OrDERS—ORDERS PROHIBITING SALES— 
REVOCATION OF LICENSES 


The powers to refuse or revoke registration of securities, to 
refuse or revoke licenses of dealers and agents, and to prohibit sales 
which are unfair are the principal administrative sanctions provided 
in the Law: The Department may refuse to register a security for 
any reason specified in Section 189.13(3), and may revoke registra- 
tion by a stop order where it is necessary or appropriate for the 
protection of investors.? Another sanction which operates in much 
the same way and serves the same ends is the prohibition of sales of 
certain securities under Section 189.11. 

The control of the Department extends even to exempt transac- 
tions and securities; for when it considers that the sale of a security 
may be unfair or contrary to the public interest, it may prohibit 
further sales until registration of the security.* The violation of an 
order prohibiting sales or an order revoking registration is a criminal 
offense.* 

Registrations have been revoked most frequently where the 
issuers have failed to comply with a condition of registration. In 
two cases revocation was ordered because there were more shares 
outstanding than were included in the order of registration, thus 
making it impossible for dealers to know whether they were trading 
in registered or unregistered securities. In each instance the De- 
partment gave the issuer thirty days to amend its application for 
registration to include all the outstanding shares.® Stop orders have 





raiding the office of one company preparatory to a criminal prosecution, there 
was found a neat compilation of clippings showing the disposition of previous 
investigations and prosecutions instigated under the Securities Act. 

* Wis. Star. (1941) §189.16. 

*This power has been exercised to prohibit the sale of stock under the 25 
holder exemption of the 1939 law by a corporation formed to promote what was 
said to be a perpetual motion electric device capable of heating and lighting 
homes. In another case where an issuer of bonds had defaulted on interest 
payments the Department issued a stop order providing: “It does not appear 
that further sales of such bonds should be made unless and until default has been 
cured and the affairs of the issuer have been placed on a basis which justifies 
resumption of the sale of the bonds to the public.” 

“Wis. Star. (1941) §189.19(1) (a); §189.19(2) (a). 

*In another case a stop order was issued when stock was sold to persons 
other than those specified in the order of registration, which restricted sales to 
employees of the issuer. 
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also been used where an issuer has filed a petition in bankruptcy, . 
as in Wisconsin Auto Store, Inc., and where the Department was 
unable to secure any recent financial data regarding the issuer, as in 
Climax Engineering Co. 

An order of revocation or an order prohibiting sales may be used 
in many of the same cases in which criminal proceedings may be 
instituted. For example, where _the Law or any rule of the Depart- 
ment has been violated, or where there has been misrepresentation or 
fraudulent dealing, the Department may either issue an order or 
instigate a criminal prosecution. If the Department feels that it 
would be particularly difficult to obtain a conviction, it will revoke 
registration or prohibit further sales until registration.® If the issuer 
is guilty, he usually will not contest the order of revocation or will 
not apply for registration, as the case may be; and the public is 
speedily protected against further sales. If further sales are made 
in violation of the order, criminal prosecution is quite certain of 
success ; since all that must be proved is that such sales were in fact 
made.’ If the order of revocation or prohibition of sales is contested, 
a hearing will be held; and on the basis of additional evidence, the 
Department will decide whether or not to prosecute.® 

Under the Wisconsin Law the Department is to issue a license 
to a dealer or agent if the information submitted and the investiga- 
tion of the Department show that “it is appropriate in the public 
interest that such license be issued.”® The Department may supple- 
ment information gained from the application blank by a detailed 
investigation of the business and affairs of the applicant.1° Under 
the rules promulgated by the Department, no dealer or agent shall 
be licensed until he has proved, by oral or written examination, that 
he is qualified. Licenses may be revoked for a number of reasons, 





*In one case several promoters formed a partnership to promote a gasoline 
saving device, and one of the partners sold fractional shares of his interest in the 
partnership. Although the whole scheme was fraudulent, the investors preferred 
to take a chance and were unwilling to testify. Because of the difficulty in 
obtaining a conviction the Department issued an order prohibiting sales. 

"Wis. Stat. (1941) §189.19(1) (a); $189.19(2) (a). 

® See Wis. Stat. (1941) §189.19(4). (Privilege against self-incrimination may 
not be invoked at hearing, but immunity is granted as to matters disclosed). The 
stop order and criminal prosecution may in some cases be used simultaneously. 
Where an issuer falsely stated in an affidavit to the Department that a condition 
of registration had been complied with, registration was suspended. Since no 
hearing was applied for within the 30 days allowed, registration was revoked. 
The person filing the false affidavit was also prosecuted criminally and fined. 

* Wis. Strat. (1941) §189.04(1) (a). 

* Wis. Stat. (1941) §189.04(1) (a). 
™ General Order No. 9 (Effective August 24, 1941), Rule Number 1. 
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including fraud, misrepresentation, violation of the Law or of an 
order of the Department, or other unfair dealing, or “when necessary 
or appropriate in the public interest or for the protection of in- 
vestors.”?* Selling without a license is a violation of the Law’* and 
subjects the seller to a criminal penalty.* The power to prohibit 
dealers and agents from soliciting or executing orders when such 
soliciting or executing “may be or tend to be unfair, inequitable or 
fraudulent, or against the public interest or the interest of invest- 
ors”!® may also prove useful, though it has not yet been exercised. 


CRIMINAL PROSECUTIONS 


The Wisconsin Securities Law provides heavy penalties for vio- 
lations and makes each violation a separate offense.’® There are 
four main types of criminal offenses: (1) violations of the Law, 
such as selling without a license, selling unregistered securities, or 
false advertising ; (2) violations of orders made by the Department, 
such as an order prohibiting sales or an order revoking registration 
or license; (3) violation of conditions or terms of registration, such 
as non-compliance with escrow or impounding requirements, or with 
limitations of sales of the security to certain persons or with limita- 
tions on the price at which the security may be sold; and (4) fraudu- 
lent dealings or misrepresentations.” 

Since June, 1939, when a separate Department of Securities was 
set up in Wisconsin, there have been some 20 criminal prosecutions. 
Seven of these arose out of the same manipulation. Harry M. 
Lenartz, the originator of the scheme, organized three corporations, 
Harry M. Lenartz and Co., Lenartz Investment Co., and Lenartz 
Securities, Inc., each having the same capital structure and the same 
officers and directors. The articles of incorporation stated that the 
purpose was dealing in securities and provided that the stock should 
not be distributed to more than twenty-five stockholders. Harry M. 
Lenartz & Co. was licensed as a securities dealer, but the other 








* Wis. Strat. (1941) §189.04(2), (3). 

* Wis. Stat. (1941) $189.03. 

“Wis. Srat. (1941) §189.19(1) (a), 189.19(2) (a). 

* Wis. Srat. (1941) §189.17(7). 

* Wis. Stat. (1941) §189.19(1), (2), (5). 

* Wis. Stat. (1941) §189.19(1), (2). Boyd v. State, 217 Wis. 149, 258 N.W. 
330 (1935) held that the element of fraudulent intent is not an element of 
criminal offenses against the Act. Knowingly violating the Act is enough. State v, 
Rogers, 226 Wis. 39, 275 N.W. 910 (1937). 
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corporations operated only for the purpose of issuing stock, which 
was not registered but was sold by agents of the dealer corporation. 
Most of the purchasers were unaware that there was more than one 
Lenartz corporation, and the Department did not discover the third 
corporation until it had made a thorough audit. The promoters 
realized over $127,000 from sales of stock in the three companies, 
and $84,000 of this was transferred to Lenartz in the form of 
salaries and loans. Operating losses, the regular payment of divi- 
dends out of capital, and remodeling exhausted the balance. Upon 
liquidation of these three corporations the investors suffered almost 
a total loss. After pleading guilty, Lenartz received a sentence of 
from one to three years."* He was paroled at the end of fourteen 
months, over the objections of the Department. Two of his agents 
were sentenced to fines of $250 or 60 days in jail,’® one was sen- 
tenced to a fine of $400 or 3 months in jail,2° and one to $500 or 
€ months in jail.24_ Two of the agents were discharged from custody ; 
one on the ground that no offense had been committed,?* and one on 
the ground that the offense was not committed in the county where 
the proceedings were brought.** The rest of the agents were not 
prosecuted either because there was no evidence that they partici- 
pated in the illegal sales or because it could not be shown; that they 
were aware of the illegality.** 

One fantastic scheme involved a $49.50 correspondence course. 
By completing twelve easy lessons the student acquired membership 
in a race of supermen who were to attain their righteous place in 
Lemuria, a Utopian land soon to arise from the Pacific Ocean. After 
the fourth lesson the aspirant was urged to purchase certificates of 
deposit redeemable in bonds to be issued upon the incorporation of 
the Bank of Lemuria. The bonds would be adequately secured by a 





State v. Lenartz, Circuit Court for Milwaukee County, December 12, 1940. 

“State v. Berns, Circuit Court for Milwaukee County, December 12, 1940; 
State v. O’Neill, Circuit Court for Milwaukee County, December 12, 1940. 

* State v. Lenartz, Circuit Court for Milwaukee County, December 12, 1940. 

* State v. Dunphy, Circuit Court for Milwaukee County, December 12, 1940. 

™State v. Pergande, Circuit Court for Milwaukee County, December 12, 1940. 

*State v. Preuter, Preliminary examination before the Justice of the Peace 
of Mayville county, August 13, 14, 1940. 

“Tt was ruled by the court in these cases that the sales of stock personally 
owned by Harry Lenartz were not within the exemption of Wis. Start. (1939) 
$189.15(6). However, it was also ruled that the sales of the original issue of the 
stock of the corporations were exempt under the 25 holder provision of the 1939 
law, since the holders of fractional parts of a security were not to be counted 
as separate holders as the prosecution had contended. The latter holding has been 
changed by Wis. Star. (1941) $189.07(1) (c). 
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mortgage on the Lemurian Temple. The promoters of Lemuria had 
sold many certificates in Wisconsin and elsewhere; and they had 
enrolled 1100 students in 40 states, when the Department raided 
their headquarters in Milwaukee. Zitko, the principal promoter, was 
found guilty on several counts alleging sale of the unregistered cer- 
tificates, and he was fined $600.% The case provided some eerie 
entertainment for the Department’s legal staff. Darkness descended 
over the courtroom for fifteen minutes during the trial, and a witness 
fell dead on the stand. 

Two of the prosecutions were against the founders of a Wis- 
consin corporation organized to service thrift plans.2® After several 
months of operation, in which the corporation netted less than 
$2,000, good will was capitalized at $100,000; and the corporation 
issued stock for that amount. The promoters issued the stock to 
themselves at a nominal price and resold it to the public—the pre- 
ferred at par and the common at more than five times its stated 
value.** In 1936 the promoters organized a Maryland corporation 
to take over the assets of the Wisconsin corporation, whose stock- 
holders received equal interests in the new company. Neither cor- 
poration registered its stock, and the Department was not notified 
of the proposed reorganization. The cases were tried in April, 1941, 
and the judge is still holding them under advisement to determine 
whether the corporate reorganization amounted to an “exchange” of 
securities under the statute so as to require the corporation to notify 
the Department, and whether the defendants were engaged in the 
“sale” of securities within the meaning of the statute.** 





*State v. Zitko, Municipal court of Milwaukee county, December 23, 1941. 

This leniency may be explained by the fact that witnesses for the defendant 
testified that the money paid was not considered as an investment but a mere 
donation. and therefore was not within the Securities Law. This was rebutted by 
evidence that the outstanding certificates of deposit were carried on the books as 
liabilities. Another reason for the leniency may have been the fact that the 
defendant made full restitution to the Wisconsin purchasers. 

™The Thrift Foundation, Inc., of Wisconsin, advertised an investment plan 
by which the investor made regular payments to the company which would 
reinvest these funds in life insurance and savings and loan association shares. The 
standard unit called for monthly payments of $12, plus a monthly premium on a 
$1,000 life insurance policy. Except for the insurance premiums, Thrift Founda- 
tion retained all of the first eight payments as a servicing charge. 

* The promoters realized profits of over $90,000 from the sale of their per- 
sonally owned stock. In some cases the total sale price of the stock was returned 
by the promoters as profit for income tax purposes, the purchase price being 
given as nominal. 

*State v. McNitt, District Court of Milwaukee county, April 23, 24, 25, 
1941; State v. Schaefer, District Court of Milwaukee County, April 23, 24, 25, 
1941. The relevant provisions of the law were Wis. Stat. (1939) §189.15(15) 
and §189.05(6). 
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This summary of a few of the Wisconsin prosecutions indicates 
that here, as in many other states, the sentences imposed have been 
too lenient.?® A possible solution to the problem of judicial leniency 
may be to provide a minimum penalty for violations.*° A more satis- 
factory disposition of these cases might be insured by giving to a 
single court exclusive jurisdiction of all prosecutions. A specialized 
tribunal would not be likely to underestimate the gravity of securi- 
ties offenses. 

Inadequate sentences are the more disappointing in view of the 
barriers to obtaining convictions. One such barrier is the unwilling- 
ness of defrauded customers to act as complainants or witnesses. 
Persons who have fallen prey to the swindler usually prefer to bear 
their losses rather than to confess gullibility. Especially where the 
seller makes some kind of settlement, the customers are all too willing 
to forget that they have been defrauded. Then too, there is reluct- 
ance on the part of some customers to believe they have been duped 
They have abiding, if unfounded faith that sooner or later the 
vendor will make good his promises of large profits.3? 





* A recent Minnesota case is a somewhat extreme example. After a year’s 
effort the Minnesota Securities Division apprehended a swindler who had ex- 
tracted $400,000 from the public. The defendant pleaded guilty and received 
a six months suspended sentence. Several other cases show the leniency of the 
courts in disposing of criminal prosecutions under the Securities Act. In State v. 
Streff, Circuit Court for Milwaukee County, November 16, 1940, the defendant 
was charged with the sale of unregistered securities and false representations in 
the sale, and the jury found him guilty on each count. The court dismissed the 
first charge and sentenced the defendant to 1 to 3 years at Waupun unless 
restitution was made. The defendant chose restitution. 

In State v. Byron, Municipal Court for Milwaukee County, October, 1941, 
the prosecution charged a dealer with having sold certain securities at $17.50 in 
violation of the condition of registration setting a maximum price of $13. The 
dealer also had failed to use the required subscription contracts and had acted 
as a dealer without having procured a license. At the same time the Wisconsin 
Department was conducting its investigation of his activities, the S.E.C. denied 
his application to trade as a broker on the ground that he had acted as agent for 
a seller without disclosing this fact to the buyer, whom he represented, and that 
he had made secret profits by falsely representing the price at which he had 
boucht the securities. After a plea of nolo contendere, which the court accepted 
as a plea of guilty, Byron was given a stay of execution so that he might pay 
the $500 fine imposed. 

In still another case, State v. Clausen, the complaint, which was filed in 
September, 1941, charged the sale of unregistered oil royalties of Oklahoma lands. 
The defendant will be tried upon his release from a federal correctional institu- 
tion. 

In at least one case, State v. Barney Johnson & Co., Superior Court for 
Dane county, April, 1941, the penalty imposed was substantial. Here there were 
26 counts charging the sale of unregistered securities, and one charging the filing 
of a false affidavit in applying for registration. The court imposed a fine of $200 
on each of the 26 counts and $5000 for the false affidavit. 

* At present, Wis. Stat. (1941) §189.19(1), (2) sets only upper limits. 
= This difficulty is illustrated by State v. Bartlett, Circuit Court for Barron 
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Another serious difficulty in the way of successful prosecution 
is the fact that the experience of district attorneys in matters per- 
taining to securities regulation is in many cases limited. One section 
of the Wisconsin Law provides that upon request of the Department, 
the Attorney General or the county district attorney shall aid in the 
investigation or trial and shall prosecute actions for violations of 
the Securities Law.** Another section provides that the Department 
shall certify the record to the local district attorney for action by 
him; and upon his request the Department shall assist in the prose- 
cution of any offense.** 


There is an apparent conflict between these two sections of the 
Law ; the former providing that the district attorney or the Attorney 
General shall prosecute upon the Department’s request, and the 
latter providing that the record shall be certified to the district 
attorney for action. In view of the latter provision, it would seem 
the local district attorney must be given a part in every prosecution. 
As a practical matter, in these prosecutions the Department does the 
great share of the work. Local authorities do not have the funds or 
the experienced investigators necessary to do the job. At present 
the Law provides that a Department attorney shall be added to the 
Attorney General’s staff on request of the Department and shall 
spend full time on securities work.*4 A provision empowering the 
Department to prosecute in its discretion would largely solve this 
particular difficulty. 


County, October, 1939. Defendant was an inventor who had organized a cor- 
poration to promote his “paradox compressed air machine”. He had sold $10,000 
worth of unregistered stock to 900 investors. Believing that since he had incor- 
porated in Delaware he was not subject to the Wisconsin Securities Law, he 
refused to comply with the orders of the Department. The proceeds from the 
sale of stock were used for his living expenses during the time he was developing 
his invention. The investors had great faith in the ultimate success of this ven- 
ture, although it showed no signs of earning power. The district attorney was 
extremely reluctant to prosecute for fear of incurring their displeasure. 

™ Wis. Stat. (1941) §189.20(2). 

Wis. Stat. (1941) §$189.20(3). 

“Wis. Stat. (1941) §189.20(1). At present, the Wisconsin Securities De- 
partment has no member on the Attorney General’s staff who spends all his time 
on matters pertaining to the enforcement of the Securities Act. 

** Ambrose V. McCall, Assistant Attorney General in charge of the Securities 
Division of N.Y., Preparation of Cases for Prosecution, in the Proceedings of the 
21st Annual Convention of the N.A.S.C., September, 1938, points out the effect- 
iveness of this power to supersede the district attorney at any stage of the 
investigation of an illegal sale of securities. 
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INJUNCTION 


Section 189.17(5) permits the Department, Attorney General, 
or district attorney to sue to enjoin unfair or unlawful dealings. 
Since 1939 the injunctive remedy has been used only once. The 
securities involved were contracts for the sale of ice cream freezing 
machines. The seller was to place the machine in an advantageous 
location, service it, and pay the purchaser of the contract a royalty 
on each gallon of ice cream mix sold to the store in which the 
freezer was located. These contracts of sale were not registered, 
and a prosecution for violation of the Securities Act was begun. 
The defendants contended that sales of these contracts were not 
sales of “securities” within the Law, but rather were sales of a 
commodity. The Department dismissed the prosecution when the 
defendants consented to a permanent injunction against offering, 
advertising for sale, or selling such contracts.** It has been the 
experience in some other states that the courts are more willing to 
grant an injunction against unfair dealings than they are to mete 
out adequate punishments in criminal cases.** 


Civit AcTIONS 


It cannot be determined to what extent the availability of civil 
remedies to a purchaser of securities unlawfully sold deters such 
violations. The Department keeps no formal records of civil actions, 
and they may not even come to its attention. It is not the purpose 
here to discuss the various common law remedies available to persons 
who have fallen prey to an unscrupulous seller of securities. An 
additional remedy given by the Securities Law is that every sale of 
a security made in violation of the Act or any order or rule of the 
Department is voidable at the purchaser's election, if he gives notice 
within three months after discovering the sale is voidable.** It is 
worth noticing again that the average investor who falls prey to the 
seller of worthless stock is exceedingly slow to disbelieve stories of 
the fat profits his holdings will produce. Thus he may fail to act 
until it is too late. The Wisconsin Court has strictly interpreted the 





* State v. Frank Seidl and State v. Larry Seidl, Circuit Court for Milwaukee 
county, January 23, 1940. 

* This statement is based on information received from the securities admin- 
istrators of several other states in response to a questionnaire submitted to them. 
* Wis. Stat. (1941) §189.12. 
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requirement that purchasers give notice within three months.®® Re- 
lying on the purchaser’s procrastination, the dealer or issuer may 
reduce the probability of civil actions by making an offer to re- 
purchase. Under Section 189.18(4) if such an offer is not accepted 
within fifteen days, the purchaser has no remedy under the Law. 

There are certain cases where the seller must make an offer to 
repurchase.*” In these cases the Law authorizes the Department to 
make the offer for the seller. Except for this power, the Depart- 
ment has no direct connection with the civil remedies of defrauded 
customers. Upon inquiry by a customer as to whether or not to 
retain his holdings, or whether or not to accept a certain settlement 
from the seller, or whether or not to bring a civil action, the Depart- 
ment refers him to a private attorney on the ground that it was not 
established to act as an investment counselor. 


One way in which the Department can and does give valuable 
aid to investors as individuals is by opening its files to the public. 
A purchaser or prospective purchaser or his attorney is allowed to 
use its data concerning the business of any dealer on issuer. Under 
the statute, official reports made by the Department and reports of 
investigations are prima facie evidence of the facts they contain for 
all purposes in any action.** A certificate of the director or deputy 
director that a certain person was not licensed or that a certain 
security was not registered at a particular time is prima facie evi- 
dence of the facts stated in the certificate for all purposes in any 
action.** Thus, although the Department does not give advice to 
individuals, it does make available to them the results of its investiga- 
tions; and on the basis of this information they may: act as they or 
their attorneys think best. 





* Restlawn Memorial Park Association v. Solie, 233 Wis. 425, 289 N.W. 615 
(1940); Estate of Leedom, 225 Wis. 248, 273 N.W. 471 (1937); Waisbren v. 
Blink, 207 Wis. 619, 242 N.W. 169 (1932). 

“Wis. Star. (1941) §189.08(3) provides that when the Department prohibits 
sale by notification until the securities are registered, an offer of repurchase must 
be made to each customer to whom such securities were sold pursuant to such 
notice. Section 189.09(3) provides the same thing as to the prohibition of sales 
made prior to registration. When so prohibited, an offer of repurchase must be 
made. If, in either case, such offer is not accepted within 15 days from the 
receipt thereof, the purchaser has no remedy under the statute. 

Failure to make the required offer or to furnish to the Department evidence 
that it has been made is ground for revocation of the dealer’s license. Wis. Srar. 
$189.18(6). 

“ Wis. Stat. (1941) §$189.18(5). 
“Wis. Srat. (1941) §189.21(2). 
“Wis. Star. (1941) §$189.21(3). 
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INVESTIGATORY POWERS 


- The threat of public exposure is important in deterring violations 
of the Securities Law because the business of selling ‘securities is 
founded almost entirely on the personal relationship of confidence 
and trust between customer and dealer, agent or issuer. Conse- 
quently, it is of paramount importance that the powers of investiga- 
tion and publication be broad enough to make discovery and dis- 
closure of illegal practices probable. Broad investigatory powers are 
also essential to enable the Department to secure the information 
necessary to implement its other powers. The Department has the 
right to make an independent investigation of an applicant for a 
dealer’s license** or of an issuer seeking registration.** Dealers may 
be required by the Department to submit reports of sales.** Records 
of all transactions must be kept available for examination by the 
‘Department at any time.*? The Department must examine each 
dealer at least once a year without previous notice to the dealer. 
‘Moreover, under the rules promulgated by the Department, dealers 
are required to file reports and to keep current and available for 
investigation a large number of specified books and records. 


The Department is also invested with the sweeping power to 
“make such investigations . . . as it shall deem necessary or advisable 
in respect of any matters connected with the administration of this 
chapter... .”4° It has the power to subpoeria witnesses. The per- 
‘son under investigation cannot refuse to answer or to produce the 
‘books or records required by the Department on the ground that the 
information may subject him to a penalty or tend to incriminate 
him.®? The statute on search warrants provides that such warrant 
may be issued to “search for and seize any books, records or papers 
used or kept or to be used in the sale of securities contrary to the 
provisions of Chapter 189.”5? These powers are perhaps the greatest 
aids to successful criminal prosecution. In view of the mysterious 
way in which the records of a person or company under suspicion 





“Wis. Star. (1941) §189.04(1). 

“Wis. Stat. (1941) §189.13(3). 

“Wis. Stat. (1941) §189.04(5). 

“Wis. Star. (1941) §189.04(6) (a). 
“Wis. Srar. (1941) §189.04(6) (b). 
“Wis. Strat. (1941) §189.17(3). 

"Wis. Star. (1941) §189.17(4). 

"Wis. Stat. (1941) §189.19(3) and (4). 
. (1941) §363.02(8). 
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may suddenly be “lost”, the power of immediate seizure is particu- 
larly useful. An important supplement to these broad powers of 
investigation is the power to disclose to the public through pamphlets 
or newspapers information regarding securities which appear to be 
unfair or fraudulent.®* 

In general the Securities Department has at hand in the statutory 
sanctions varied and powerful weapons with which to protect the 
public’s savings. 

Cuirrorp D. LIVINGSTON 


EXEMPTION ProvIsIONS OF WISCONSIN SECURITIES LAaw—Sec- 
tion 189.07(1)(a) of the Wisconsin Securities Law exempts! “the 


sale by a domestic corporation cf its securities if the aggregate 
number of holders of all its securities, after the securities to be 
issued are sold, does not exceed 15... .” This section was originally 
designed to exempt the sale of stock in what are ordinarily termed 
“closed corporations”, and prior to 1941 twenty-five was fixed as 
the greatest probable membership of such corporations. 

The theory behind the exemption, which appears in similar form 
in several other state “blue sky” laws, is that sales of stock in cor- 
porations of such limited membership do not result from “public 
offerings” and consequently require no public control.” 

In contrast to the Wisconsin method of setting an arbitrary 
number,® the S.E.C. has taken the position that whether or not a 





* Wis. Strat. (1941) §189.17(6). 

* This exemption is subject to $189.11: “(1) If the department shall have 
reason to believe that the sale of a security under sections 189.06, 189.07, 189.08 
or 189.09 may be unfair, inequitable or fraudulent, or that registration of such 
security under section 189.13 is necessary or appropriate in the public interest 
or for the protection of investors, the department whether or not such security, 
or the sale thereof, is in compliance with sections 189.06, 189.07, 189.08 or 189.09 
may by order prohibit further sales of such security until such security is regis- 
tered under section 189.13.” Ws. Stat. 1941. This provision, in substance, first 
appeared in 1921 in conjunction with the original “twenty-five holders” exemp- 
tion, but has since been placed under §189.11. 

*Letter from Wisconsin Railroad Commission in 19 Wis. Atty. Gen. 326 
(1930). 

*In other jurisdictions offerings such as through a prospectus, letters of 
personal contacts to persons whose names were secured from stockholder lists of 
other corporations, or from a “sucker list”, have constituted “public offerings”, 
as has even a letter informing the purchaser that he could procure similar securi- 
ties for his friends. The setting of an arbitrary standard in the “fifteen holders” 
provision may preclude a consideration of these types of sales, where less than 
fifteen are sold, and the probability of administrative action under §189.11 is not 
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particular offering must be registered as a “public offering” con- 
stitutes a complex question of fact. A number of states other than 
Wisconsin have set an arbitrary number of stockholders,® or in- 
corporators,® and a few such states have also imposed an arbitrary 
limitation on the amount of stock in exempt “closed corporations”." 
Section 189.07(1)(a) being based, fundamentally, on considera- 
tions finding their meaning in the “public offering” concept, should 
perhaps be handled in a manner similar to that chosen by the 
S.E.C.8 


Possibly the best approach is that taken in a ruling of the Indiana 
Commission :® 


Sales of capital stock to so-called ‘original incorporators’ shall be 
deemed exempt when the number of ‘original incorporators’ shall 
not be excessive in the opinion of the commission, and its advice 
should be obtained in this situation before proceeding. 








sufficient to uphold the “fifteen holders” standard as superior to a less arbitrary 
one. Nor do the further provisions of §189.07(1)(a) prohibiting “commission, 
profit, or other compensation” in the sale of securities thereunder, and limiting 
organization and promotion expense, prevent an offering under the section from 
being “public”. 

“It has been pointed out that it is the size of the group to whom the offer 
is open that is important, rather than the size of the group to whom the securities 
are actually offered or sold. Throop and Lane, Some Problems of the Securities 
Act of 1933 (1937) 4 Law anv Contemp. Pros., 89, 114. At one time the Federal 
Trade Commission suggested that an offering to a rough maximum of twenty-five 
offerees was a number sufficiently insignificant to fall outside the concept of 
“public offering”. Such a statement of course assumes that the securities involved 
are not purchased with a view to distribution. Letter from Baldwin B. Bane, 
Chief of Sec. Div. F.T.C., Prentice-Hall, Sec. Reg. Service, Vol. I, sections 3817-B; 
C.C.H. Stocks and Bonds Law Service, Vol. III, paragraph 2203.03. So-called 
“private financing” was resorted to by large issuers as a result of this latter 
opinion, such issuers disposing of securities to insurance companies and other 
institutions, which, at the time of purchase, stated they were acquiring such 
securities for investment and not distribution. Abandoning, therefore, any arbi- 
trary holding as to what number of offerees would result in a “public offering’, 
the opinion setting twenty-five as such figure was rescinded, and the problem 
faced more realistically. See S.E.C. Release 285, Jan. 24, 1935, C.C.H. Stocks 
and Bonds Law Service, §2203.021. 

*Florida: 20 stockholders; Kansas: 5; Texas: 25; Massachusetts: 15; Mis- 
souri: 15; Montana: 50; Virginia: 30. For various state provisions of the type 
limiting number of .original incorporators, holders, amount of issue, commissions 
and expenses, etc., see C.C.H. Stocks and Bonds Law Service, Vol. II, p. 6528. 

* See Comment (1938) 36 Yate L.J. 604, 607. 

* Wisconsin originally set a limit of $20,000. Massachusetts exempts an issue 
up to $25,000, and Florida exempts up to $10,000. 

*It was originally contemplated that the exemption of §189.07(1)(a) was 
to be further qualified by insertion of the words “public offering” in the event 
that the “fifteen holder” limit did not prevent such “public offering”. In the 
face of strenuous objection this proviso was deleted from the 1941 amendment. 
However, it is submitted that this fails to detract from the concept of “public 
offering” as a basis for such provision. 
°C.C.H. Stocks and Bonds Law Service, Vol. II, $2200.16, p. 5206. 
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This requirement, while increasing the administrative burden 
and thus somewhat defeating one purpose of the exemption, tends 
to prevent utilization of the exemption to defeat the spirit of the 
act. Under cover of an arbitrary number of prospective offerees the 
fact has not always fitted the theory, and many of these issues may 
prove to be without investment merit.’ 


A troublesome and as yet unanswered problem in connection 
with the “fifteen holders” provision is whether or not transactions 
within the exemptions at their inception become unlawful when sub- 
sequently the number of holders exceeds fifteen. An Attorney 
General’s opinion indicates that under the Wisconsin Law all prior 
unregistered sales with a bona fide intent to sell to less than fifteen 
holders become unlawful when the issue is subsequently distributed 
among a greater number of holders.‘! However, under similar cir- 
cumstances the S.E.C. has ruled that the exemption accorded the 
original sale is not lost when the issuer subsequently decides to 
make a “public offering”’.1* In spite of the practical problem of 
ascertaining when the exemption was resorted to in good faith, the 
S.E.C. position appears to be more reasonable. The Wisconsin 
ruling, in its attempt to prevent the would-be-violator or avoider of 
the act from using the “fifteen holder” provision as a loophole, has 
penalized the issuer who in good faith originally intended to remain 
within the exemption.”® 





See argument in support of Bill 4-A, 1933 Wis. Legislature, by George C. 
Mathews, then head of the Securities Division of the Wisconsin Public Service 
Commission. 

%19 Wis. Atty. Gen. 326 (1930). But cf. 1937-1938 Fla. Atty. Gen. 381, 
construing §4(k), ch. 17253, Acts 1935, which is a provision similar to $189.07 
(1)(a) of the Wisconsin act. For the effect’ of violations of “blue sky” laws in 
general seé Fletcher, Cyc. Corp. (Perm. Ed.) §§$6762-6717. 

*S.E.C. Release 305, March 2, 1935. 

“The opinion in S.E.C. Release 305, cited supra note 12, enabling an origi- 
nally private offer to be registered later without loss of exemption, differs from 
the holding in 19 Wis. Atty. Gen. 326 (1930) cited supra note 11, in this: prior 
to registration under §4(1), of the Securities Act of 1933, which exempts trans- 
actions by an issuer not involving any “public offering”, the offering has been 
such as to be non-public; otherwise it could never be claimed as exempt. But, 
under §189.07(1)(a) “public offering” is more or less limited to an arbitrary 
standard, i.e., fifteen holders, and thus in a situation similar to that above, the 
portion of the issue prior to 15 cannot be claimed with the same impunity as 
under $4(1), for in fact such offer may be “public” (though in an arbitrary sense 
it is as yet private from the standpoint of fifteen holders as a limit). The state 
holding must therefore be considered in terms of statutory limitations, and not 
whether in actuality there is a “public offering”. The result is of course unavoid- 
able where any arbitrary standard of the type found in §189.07(1)(a) is set up. 
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The activities of Harry M. Lenartz'* gave rise to the question 
of whether several fractional holders of a single share constituted 
one holder or a number of holders under the “fifteen holders” (at 
that time “twenty-five”) provision.1> In State v. O’Neil,’® the court 
rejected the Department contention that one who held a fractional 
interest constituted a “holder”.’7 In 1941 the Act was amended So as 
to overrule that construction in the O’Neil case.'® 

However, there is still some question as to whether such owners 
as corporations, trusts, or partnerships, constitute single “holders”. 





“This case is illustrative of an attempt to utilize $189.07(1)(a) as a means 
of evasion of the Wisconsin act. Lenartz and his officers formed three corpora- 
tions, X, Y, and Z, each with identical capital structure, officers, and address, 
the purpose of which corporations was primarily to engage in the securities 
business. Lenartz was president and owned the controlling common stock in each 
corporation. The balance of the common and preferred stock not owned by 
Lenartz was sold to the public through agents of X corporation, known as 
Harry M. Lenartz & Co. and licensed as a dealer, altho corporations Y and Z 
were unlicensed and, indeed, existed only in the secret depths of the Lenartz 
books. The idea behind formation of three such identical corporations was to 
enable a large scale evasion of the Wisconsin securities law through pseudo- 
compliance with §189.07(1)(a), the securities of each corporation allegedly to be 
sold to less than twenty-five holders, and other requirements to be duly observed. 
Purchasers were generally old people placing trust in agents of Harry M. Lenartz 
& Co. who usually handled their securities transactions for them, such purchasers 
being duped into believing that the three corporations were in fact one through 
the device of using the substantially identical outward similarities of the three 
corporations. Lenartz himself caused to be sold, either through himself or his 
agents, the stock owned by him, being at all times careful to retain control of 
each corporation. Since the sale of unregistered stock, though personally owned, 
constitutes a violation of the Wisconsin Securities Law where that sale is made 
by one who controls the issuer, or who is engaged in the securities business, 
Lenartz being clearly engaged in the securities business and admittedly con- 
trolling each of the issuing corporations was subject to the sanctions of the act. 
Lenartz obviously acquired his stock not for purposes of investment, but for 
distribution. Altho finally trapped under the provisions of §189.07(5) and 
§189.02(5) it should be noted that he was not without the provisions of 
§189.07(1)(a) as the state contended at the outset. See infra note 17. 

“In LaCrosse Baseball Association the Department ruled that a share of 
stock owned jointly by a husband and wife represented two holders of stock, 
and that the wording of §189.05(1) (now §189.07(1)(a) ), “total number of 
holders of its stock” related to the number of persons holding stock and that 
stock certificates made out to husband and wife and to survivors of them repre- 
sented ownership of the stock by two holders. 

* Unreported. Milwaukee Circuit Court, 1940. 

**The Department contended that the entire act would fail under any other 
interpretation, for otherwise it would never be necessary to register provided the 
issuer divided up the shares in such manner as to have finally only twenty-five 
groups, each group composed of up to an infinite number of persons. In the 
face of this contention the court held that a group of fractional holders, such as 
joint tenants and tenants in common, were one holder for purposes of the pro- 
vision. This meant that the Lenartz corporations had sold to less than twenty-six 
holders, and the defendants would have avoided the act had it not been for the 
provisions of §189.07(5) and §$189.02(S). 

“Wis. Stat. (1941) $189.07(1) (c). 
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A corporation is generally recognized as an entity, and where a 
corporation, in no way connected with the issuing corporation, ac- 
quires stock of such issuer, it has been intimated in Wisconsin that 
the corporation will be considered as one holder for purposes of this 
provision.'® The same considerations might apply to a trust as a 
holder, and it has been argued that for purposes of security law 
a trust is an entity.” As an abstract proposition it would follow that 
a trust would constitute one holder regardless of the number of 
beneficial owners in the trust. There has always existed considerable 
disagreement as to whether a partnership is an entity, and this 
indecision is apparent under the Uniform Partnership Act, adopted 
in Wisconsin.*! Partnerships are, for many purposes, such as in- 
come taxes, treated in the aggregate,?* and since the 1941 amend- 
ment would probably be regarded as several “holders” for pur- 
poses of the exemption of 189.07(1) (a). 

The position of both trusts and partnerships as single holders was 
made the subject of controversy by the activities of the Wisconsin 
Molybdenum Corporation. N became interested in molybdenum ore 
properties, and entered into a contract with the property owners, 
providing for a lease, operating rights, and royalties to the lessors. 
After execution of the contract, N adopted the name of the Appleton 
Mining Syndicate and solicited various people to invest money in the 
enterprise, issuing to each a certificate reciting, in part, that the 
syndicate would operate temporarily under the name of N, Trustee, 
and signed by “N for the Syndicate”. There was never any formal 
declaration of trust. As soon as conveniently practicable there was 
to be an incorporation either as a limited partnership or a corpora- 
tion, the plan then being to issue stock to the syndicate investors in 
proportion to their investment. 

Twenty-two persons invested in the syndicate. A corporation 
known as the Wisconsin Molybdenum Corporation was then formed, 
and it was proposed that the contract held by N as “trustee” would 
be transferred to the Corporation in exchange for one certificate of 
stock to be held by N as trustee for the syndicate members. The 





* Unpublished opinion of the Atty. Gen. in re Wisconsin Molybdenum Cor- 
poration, June 22, 1939. 

* See Seligman, Problems Under the Securities Exchange Act (1934), 21 
Va. L. Rev. 1, pp. 12-14. 

™ Wis. Stat. (1941) §123. 

™“A partnership is, under American law, for most purposes, not considered 
to be a legal entity.” Seligman, supra note 20 at p. 8. 
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attorney for the enterprise contended (1) that there was absolutely 
no connection between the corporation and the syndicate; (2) that 
whether the syndicate be either a partnership or a trust, it was yet 
an entity and therefore could be counted as one holder only. Of 
course the practical effect of such argument would be that a market 
of twenty-four prospective purchasers would remain for the sale of 
additional stock to be issued by the corporation, all of it to be exempt 
under Section 189.07(1) (a). 


The Attorney-General rendered an opinion that the syndicate 
was no more than a group of investors engaged in a joint enterprise ; 
that the offering of interests in the syndicate was, in effect, an offer- 
ing of stock in the corporation which was to be formed and was 
formed, and that the twenty-two syndicate investors must each be 
counted as a holder. 

The dangers of evasion and avoidance of the Securities Law 
attendant upon a holding that such forms are to be considered as 
one holder is apparent.** The “closed corporation” aspects of Section 
189.07(1) (a) would seem inconsistent with acquisition of securities 
of such a corporation by trusts or partnerships in the usual case. 
It might be noted at this point that under Section 189.02(2) of the 
Wisconsin Statutes, “person” is defined to include a corporation, 
a partnership, and a trust, among other forms.7> However, the 
policy behind the Act would seem to preclude a strict adherance to 





* The number of holders failed to reach twenty-five or more, the corporation 
going into receivership before that point was reached; otherwise the problem 
would have necessitated more final and detailed treatment by the Department. 

™ As a possible scheme for evading the Wisconsin Law consider the following: 

Corporation A, organized under Chapter 185, sells its securities to a number 
ot members, say 100, which sales are exempt under §189.07(11). Under the 
exemption of §$189.07(1)(a) corporation B sells securities to 3 qualifying stock- 
holders, and the remainder of its stock is exchanged for the assets of A. A then 
declares a liquidating dividend under the exemption of §189.07(6) each member 
receiving stock of B in proportion to his interest in A. A no longer exists and B 
now has holders far in excess of the “fifteen holders” limit in §189.07(1) (a), and 
yet has itself sold to no more than four holders. The use of §189.07(13) would 
have necessitated filing detailed information concerning such exchange, etc. It is 
perhaps possible to arrive at a similar result through use of §189.07(14), in which 
event the phrase “public offering” therein contained might require application. 

**For a very similar consideration under the Securities and Exchange Act of 
1934 see Seligman, supra note 20 at p. 9. Section 189.02(3)(a) of the Wisconsin 
act defines “sale” to include “every solicitation of any subscription or order for 
the purchase of a specific security, for value. . . .” Quaere as to whether solicita- 
tion of ten persons as prospective buyers, under this definition, would limit 
further exempt sales to five persons if the statutory limit of fifteen were to be 
observed. It would perhaps not be possible to convict the issuer, but could such 
sale be broken? 
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any such. definition in deciding what constitutes a “holder” under 
Section 189.07(1) (a).”8 


DoucLas SouTAR 


Tue Acency Exemption In THE WIsconsIN SEcurITIESs Law— 


Probably the most frequently employed exemption in the Wis- 
consin Securities Law is the “agency exemption.” Strictly this is 
an exclusion from the definition of “sale” and not an exemption 
from registration.2 However, any exclusion from the definition of 
“sale” dispenses with the necessity of registration. It is necessary 
to distinguish sharply between a “principal transaction,” where the 
dealer owns the security and sells for his own account, and an “agen- 
cy transaction,” where the dealer acts as agent of the purchaser and 
receives his only compensation from the purchaser in the form of a 
commission. Thus in a principal transaction the dealer, A, owns the 
security which he sells to the purchaser, P; whereas in an agency 
transaction another party, X, owns the security which is sold to the 
purchaser, P, through a dealer, Y, who acts as agent for P. 

There has been considerable argument as to whether the presence 
of an agent for the purchaser in the transfer of legal title to a se- 
curity is sufficient of itself to dispense with the necessity of registra- 
tion or whether there must be some other exemption connected with 
the transaction. Thus where title passes from an owner, X, to a 
purchaser, P, is the interposition of an agent for P enough to dis- 
pense with registration, or must the transaction also come within 
one of the statutory exemptions based upon the nature of the se- 
curity or upon some other aspect of the transaction? Section 189.02 





"“They (‘blue sky’ laws) are to be construed in the light of their purpose, 
and technicalities in construction which have a tendency to defeat such purpose 
will be avoided.” Fletcher, Cyc. Corp. (Perm. Ed.) $5158. 

* Wis. Stat. (1941) §$189.02(3)(a)1 excludes from the definition of “sale,” 
“The solicitation or execution by a licensed dealer of orders for the purchase of 
any security, provided such dealer acts as agent for the purchaser, has no direct 
material interest in the sale or distribution of such security, receives no com- 
mission, profit or other compensation from any source other than the purchaser, 
and delivers to the purchaser written confirmation of the transaction which 
clearly itemizes his commission, profit or other compensation. . . .” 

*Procedurally this makes some difference. A Department order concerning 
an exception to the definition of “sale” would be directly appealable under Section 
189.22. An order regarding an exemption from registration would be an inter- 
mediate order under Section 189.12 and would not be appealable until an applica- 
tion for registration had been made. 
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(3) (a)1, on its face has no indication that the transaction must also 
be exempt under some other. section. Nevertheless, it is submitted 
that, in view of other sections and the general policy of the law, 
Section 189.02(3)(a)1 was intended merely to clarify the legality. 
of the practice of dealers participating as agents in sales where 
the security or the transaction was otherwise exempt. 

The exemption of sales by bona fide owners excludes from the 
term “bona fide owner” dealers and persons in a control relationship 
with the issuer.* This section shows the importance which the legis- 
lature placed upon the status of the seller. It would seem anomalous 
to conclude that the legislature also intended that. owners could cir- 
cumvent the section by disposing of their security through dealers 
who would solicit purchase orders and confirm sales as agent for the 
purchaser. If a dealer-owner, A, could dispose of his unregistered, 
non-exempt securities merely by having an understanding with an- 
other dealer, Y, that he solicit purchase orders and execute agency 
transactions, it would seem that few securities would ever be. regis- 
tered ; dealers would merely solicit purchase orders for one another. 

It would be possible to distinguish between solicited and un- 
solicited transactions. If the purchaser, C, of his own initiative con- 
tacted the dealer-agent, Y, who contacted the dealer-owner, A, the 
security need not be registered; but if the dealer-agent, Y, solicited 
the transaction, the security must be exempt or it must be registered. 
It should, however, be noticed that Section 189.02(3)(a)1 treats the 
“solicitation or execution” of sales the same. Moreover, it is the 
policy of the law not only to prevent the old type of “high pressure” 
salesmanship but also to protect purchasers from their own fallibility. 
If the purchaser, C, contacted the dealer-owner, A, directly, it is 
undisputed that C could not waive the registration requirements of 
the law. Similarly C should not be permitted to waive the registra- 
tion requirements by contacting the dealer-agent, Y. It would also 
be possible to distinguish those cases in which two dealers agreed to 
dispose of one another’s unregistered, non-exempt securities by so- 





* Wis. Stat. (1941) §189.07(5) exempts from the requirement of registration, 
“The sale of securities when made by or on behalf of a seller not the issuer 
thereof who, being a bona fide owner of such securities, disposes of his own 
property for his own account, provided such seller was not at the time of acquisi- 
tion of such securities and is not at the time of such sale a dealer, and such sale 
is not made, directly or indirectly for the benefit of the issuer or a dealer or 
directly or indirectly for the purpose of evading any provision of this chapter. 
As used in this subsection, the term “issuer” shall include, in addition to an 
issuer, any person directly or indirectly controlling or controlled by the issuer, 
and any person under direct or indirect common control with the issuer.” 
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liciting orders as agent for the purchaser. It could be said that such 
an agreement constituted a “direct material interest” and that the 
transaction did not come within the agency exemption. As a practi- 
cal matter, however, such a distinction would be very difficult to 
apply. In most cases there would be no available evidence of an 
understanding between dealers. If two dealers consistently engaged 
in such transactions and thus disposed of their unregistered, non- 
exempt securities, there would seem to be some basis for an inference 
but this alone would be very meager evidence. It is difficult to 
attribute such an intention to the legislature. 

It has been argued‘ that the exemption® of sales to a dealer or 
bank supports the contention that the interposition of an agent for 
the purchaser exempts the entire transaction, that is, it exempts sales 
to such institutional buyers, Y, where they are acting as agent for an 
ultimate purchaser, P, as well as when they are buying for their own 
account. It is urged that, since the Y to P part of the transaction is 
excluded from the definition of “‘sale,”’ the sale is between A and Y 
and that the transaction between A and Y is exempt as a sale to an 
institutional buyer. This construction is buttressed by the arguments 
that (1) Y is an experienced buyer who will use his abilities for the 
protection of his principal, P, the purchaser, and (2) that since Y is 
relieved of liability by the agency exemption, the legislature must 
also have intended to relieve A of liability because it would be anom- 
alous to impose liability on him when he has no adequate means of 
determining for whose account Y is purchasing. 

Both of these contentions are at least questionable. As an origi- 
nal proposition would Y, the dealer or bank, use his experience and 
acumen for the protection of the purchaser in a sufficiently large 
percentage of such transactions to warrant relying on this protec- 
tion? Even though there were no understanding between A, the 
dealer-owner, and Y, it must be remembered that Y receives a com- 
mission for executing the agency transaction. Furthermore, isn’t the 
inverse of the contention that since liability is not imposed on Y it is 
anomalous to impose it on A a better proposition? Since liability is 
imposed upon A, Y is liable under the criminal and civil sanctions 





*This argument was made in In the Matter of Alfred O’Gara & Co., File No. 
1.1750 (April, 1942), discussed at page 616, supra. 

* Wis. Stat. (1941) §189.07(10) exempts from the requirement of registration, 
“The sale of securities to any dealer, bank, trust company or insurance company, 
or any corporation or association engaged in the business of purchasing or holding 
securities.” 
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for participating in an illegal sale. If Y knowingly participated in 
the ‘sale it would seem that he would be liable. If Y unknowingly 
participated in the illegal sale, the answer is questionable. 

If Y did not participate in such transactions so often as to make 
their frequency the basis of an inference of collusion and if he had 
exercised reasonable care, there would seem to be no reason for the 
exercise of the criminal and license revocation sanctions. Since the 
mechanics and exigencies of the normal over-the-counter transaction 
provide no practical means of ascertaining with certainty the position 
of the seller, that is, whether or not the seller is a bona fide owner 
under Section 189.07(5), it is a hardship to impose repurchase lia- 
bility upon such a dealer-agent.?- Normally the purchaser, P, would 
be able to recover from the Wisconsin dealer-owner, A. If however, 
A were not amenable to judicial process, either the dealer-agent, Y, 
would have to bear the burden of liability without fault or the pur- 
chaser, P, would have to bear the burden of the unsound investment. 
Which of these would bear the risk depends upon the extent to which 
the Wisconsin Securities Law should and does establish caveat vend- 
stor in place of caveat emptor. 

In the Matter of Brooklyn Manhattan Transit Corporation® in- 
volved the duty of an issuer or underwriter to ascertain, for the 
purposes of the intrastate issue exemption of the Securities Act of 
1933,® whether or not purchasers were acquiring the securities for 





* Wis. Stat. (1941) §189.18(1) provides repurchase liability in the event of an 
illegal sale and stipulates that “. . . any person by or on behalf of whom said 
sale was made or who shall have participated or aided in any way in i 
such sale shall be jointly and severally liable to such purchaser, .. .” §189.19(2) 
imposes criminal liability upon any person “. . . who shall directly or indirectly 
authorize, direct, aid in or consent to the issue or sale of, or issue, execute, sell or 
offer for sale, or cause or assist in causing to be issued, executer, sold or offered 
for sale any security contrary to the provisions of this chapter or any rules or 
regulations hereunder, or in violation of any order of the department.” 

*Rules 8 and 9 of the Department’s General Order No. 9 provide further 
protection to customers in solicited agency transactions. Rule 8 prohibits charging 
a commission except under certain conditions, among them being that “such 
security or securities have been registered with the Securities and Exchange Com- 
mission and such registration is effective and primary distribution has been com- 
pleted, or such security or securities of the same class have been outstanding in 
the hands of the public for a period of at least three years.” Rule 8 does not 
provide for securities exempt from registration under the Securities Act of 1933. 
Moreover how is a Wisconsin dealer to ascertain whether or not primary dis- 
tribution has been completed? Rule 9 provides that all licensed dealers must 
submit to the Department monthly reports “. . . of all solicited agency transac- 
tions in which the total commission, profit or other compensation charged by such 
dealer to his customer exceeds . . .” certain stipulated amounts which vary 
according to the type of security. 

*1 S.E.C. 147, 161 (1935). 
*Securities Act of 1933, §3(a) (11). 
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investment or distribution (resale outside of the state destroying the 
exemption). The S.E.C. held this duty to be absolute. The hypo- 
thetical case set forth above is somewhat analagous although the 
applicability of caveat venditor is less clear. In the Transit case the 
underwriter had ample opportunity to register the issue. In the 
Wisconsin over-the-counter transaction the dealer-agent, Y, is lim- 
ited as to time and facilities for inquiry. However, Y is in a better 
position than the purchaser, P, both as to facilities for inquiry and 
experience, to bear the risk in the over-the-counter transaction. In 
view of this and since it is the general policy of the Wisconsin 
Securities Law to protect investors at the expense of sellers and 
dealers, repurchase liability. would probably be imposed upon the 
dealer-agent. 

Currently, large blocks of securities are being offered pursuant 
to Rules 490-497 of the New York Stock Exchange in so called 
“Special Offerings.” Members of the Exchange solicit purchaser 
‘orders on these offerings. The owner must be offeror and may be 
a member of the Exchange. Since the brokers soliciting the pur- 
chase orders receive their commission from the offeror, the agency 
exemption of the Wisconsin Securities Law is not available to deal- 
ers who solicit purchase orders in Wisconsin. The dealer is agent 
for both the buyer and the seller. The commission which ‘may be 
charged by the broker, although set by the Exchange, is larger ‘than 
the commission allowed for the normal auction transaction. The 
Wisconsin Department of Securities has taken the position that this 
commission is within the “regular broker’s commission,” and that 
hence the transaction is exempt.’ Apparently itis considered that 
the transaction, being at the market, provides sufficient protection to 
a purchaser and that such transactions do not involve the dangers of 
a public offering. If this exemption were not available, the exemp- 
tion of sales by a bona fide owner could sometimes be employed.” 








” Wis. Stat. (1941) §189.02(3)(a)2 excludes from the definition of “sale,” 
certain stock exchange transactions, provided that the dealer “. . . has no interest 
in the transaction other than the regular’s broker’s commissions and delivers to 
the purchaser and to the seller written confirmation of the transaction which 
clearly itemizes his commissions and discloses to each that he has acted as agent 
for both purchaser and seller.” 

“™ Of course, if the broker is a Wisconsin dealer and is also the owner of the 
security, the exemption is lost. Where the transaction is exempt, the broker is 
not in the position of an underwriter and his profit is limited by the fixed com- 
mission. Since this reduces the financial need of disposing of the securities, part 
of the danger of a public offering is removed. 
™See note 3, supra. 
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Again there would be the problems of the dealer’s means of ascer- 
tainment of the status of the seller and of the duty not to participate 
in the sale of a security where the seller is not within the exemption. 
The foregoing analysis of the duty of a dealer-agent who unknow- 
ingly participates in a purported agency transaction is directly ap- 
plicable here.!* 


ALBERT E. Kocnu 





*It is sometimes suggested that a dealer can tell the status of a seller by 
whether or not the security is accompanied by a federal prospectus. This is not 
altogether true. There are divers cases where a federal prospectus would not be 
required under the Securities Act of 1933 although the seller would not be within 
the bona fide owner exemption. ' 
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graduated with senior high honors. Adrian Clyde Cassidy, William 
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Reel, ’39, Paul Schuette, ’39, Conrad Shearer, ’40, Marlin Volz, ’40, 
and Harriet Zetterberg, ’41, for the best student contribution pub- 
lished in volume 1942 of the Wisconsin Law Review was awarded to 
Clifford D. Livingston for his comment in this issue. 
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FOREWORD 


This is the first of what was planned as a series of detailed studies 
of the administrative process as exhibited in agencies of the State 
Government. One other such symposium is in preparation, to be 
published in the issue of the Review dated July 1943. Further con- 
tinuance of the series must await the return of faculty and students 
from military and other national service. 


The long delay in the publication of the issue is due to war time 
duties of several of the contributors. An apology is due to those con- 
tributors whose work was in on time, and to the subscribers to the 
Review. Inter Arma Delayent Leges. Nevertheless, we are sorry. 


The articles and comments speak from the spring of 1942, when 
most of them were prepared. Developments since then are, in gen- 
eral, not covered. 
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